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The Year's Legal Developments 
in Commercial Financing 


ELI S. SILBERFELD 


INTRODUCTION 


My subject is “The Year's Legal Developments in Com- 
mercial Financing”. There have been many such developments, 
but this seems to happen almost every year. The reason, of 
course, is that your industry's day-to-day operations involve 
an exceptionally severe technical and legal discipline. 


Just contrast the activities of a commercial finance company 
with those, for example, of a manufacturer of shoelaces. The 
shoelace man may run occasionally into legal matters like a 
patent problem or a union contract negotiation or a factory 
lease, but most of his time and attention can be focused on the 
shoelaces. The commercial financer, however, is required to 
develop, day after day, and as part of his ordinary routine 
operation, an ever-varying series of credit arrangements and 
security devices, each tailored to the particular needs of his 
customer, and each bristling with new legal angles. The finance 
company executive has to be at least half a lawyer, for every 
time he proposes a new financing arrangement he poses a new 


legal problem. 


On October 27, Mr. Eli S. Silberfeld partner, Kupfer, Silberfeld, Nathan 
& Danziger, New York City; General Counsel, National Commercial Finance 
Conference, Inc., delivered an address before the Annual Convention of the 
Commercial Finance Industry on the subject of “The Years Legal Developments 
in Commercial Financing.” The Convention was sponsored by the National 
Commercial Finance Conference, Inc. The Banking Law Journal is pleased 
to publish the text of Mr. Silberfeld’s splendid address. 
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Thus, the past year has had its fair share of legal develop- 
ments. They have been faithfully reported to you in the Con- 
ference Bulletins, and I shall not even attempt to cover the 
whole range of them in this talk. It would, I think, be better 
to touch on just a few of the high spots, and perhaps we can 
gain some benefit from considering, as we go along, a few basic 
legal rules which it is always profitable to recall to mind. 


THE UNIFORM COMMERCIAL CODE— 
MASSACHUSETTS and KENTUCKY 


Until this year, Pennsylvania was the only State to adopt the 
Code. Now, however, it has just gone into effect in Massachu- 
setts, and it will become effective in Kentucky in 1960. All 
of you remember the uproar over Article 9, which covers 
secured financing. I remember some pessimists predicting that 
the Code would put the finance companies and factors out of 
business in any State which adopted it. Has it? After four 
years of experience in Pennsylvania, I have heard no report that 
the Code is exerting any particular unfavorable influence upon 
the activities of our members in that State. There is no reason 
to anticipate a different result in Kentucky or Massachusetts. 

As additional States enact the Code, I expect that we will 
hear further discussion on two very interesting questions: 1. 
Does the Code really repeal the dominion doctrine of Benedict 
v. Ratner? 2. Does the Code eliminate restrictions on the as- 
signment of accounts receivable (the so-called Caristo prob- 
lem)? I think that the answer to both questions is “yes”; but to 
those of you who are operating executives, and not lawyers, I 
say this: don’t expect the Uniform Commercial Code to analyze 
or manage your collateral for you. It is up to you to examine 
the assignment schedules offered to you by your customer, and 
the documentation underlying the schedules, to determine for 
yourself whether the collateral meets your standards and is 
properly assigned to you; and after you accept a schedule and 
make your advance on it, it is up to you to exercise dominion 
and assure yourself, by all necessary auditing, verification, and 
other policing measures, that the proceeds of the collateral are 
duly turned over to you. This you must do for yourself; the 
Code won't do it for you. 
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I shall, accordingly, pass to another subject, after mention- 
ing again (perhaps at the risk of boring you with the obvious) 
the three points which I have always felt to be basic in dealing 
with a customer located in a Code State or, indeed, in any State 
having a filing statute: 


First: Be sure to prepare the appropriate forms of Filing 
Statements and to file them promptly in the place or places re- 
quired by the statute. Remember that neither the Filing State- 
ments nor the places of filing will necessarily: be the same even 
in the States where theUniform Commercial Code is in effect. 


Second: Don't rely on the Filing Statements, standing 
alone, to supply your security. Code or no Code, you still need 
an agreement with your customer in order to define your se- 
curity and the obligations of the customer to you. 


Third: Don't rely on a blanket or floating lien, even though 
the Code invites you to take everything in sight as security. It 
is far better and safer, I think, to make your advances against 
specific, limited, well-defined security—such as accounts re- 


ceivable, or merchandise inventory, or mortgage, or a reason- 
able combination of them—based upon a conservative valuation 
of the security. A blanket lien doesn’t help you unless you 
find out what’s under the blanket. The Code can’t do that for 
you. Eternal vigilance is the price of a successful financing 
operation, and no statute will ever replace it. 


TRUST RECEIPTS—A PROTECTIVE MEASURE 


None of you need to be reminded that every type of 
secured financing involves a risk of one sort or another. We 
can perhaps take consolation from the thought that, without 
these risks, financing might be reduced to the dull and tedious 
business of earning a living, and we would be deprived of the 
very special satisfaction that comes from anticipating the perils 
in a transaction, taking the proper legal and business pre- 
cautions, and finally seeing the whole affair brought to a success- 
ful conclusion. Is this an overly sporting point of view? I 
think not. 

Coming down to cases, the field of trust receipt financing 
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has always presented its own special risk, resulting from the 
fact that the borrower (who is called the “trustee”) has the 
power to dispose of the property involved and to convey good 
title to a purchaser, free from the lien of the trust receipt. This 
must necessarily be so: when a dealer borrows money and 
gives a trust receipt in order to put an automobile or a refrigera- 
tor on his show-room floor, he does so because he wants to be 
in position to sell the automobile or the refrigerator to a cus- 
tomer and to make immediate delivery. The customer who 
walks in off the street has probably never heard of the Uniform 
Trust Receipts Act, and couldn't care less. He wants to buy 
the article, pay for it in cash, trade-in, or installment note (or 
a combination of them), and take possession. He gets good 
title free and clear of the trust receipt, and that is as it should be. 

So far so good. Now, the dealer is supposed to receive the 
proceeds of sale in trust, and to turn the proceeds over to the 
trust receipt holder or otherwise account for them. If he does, 
all is well. Suppose he doesn’t? It is clear, of course, that the 
dealer is legally liable for the proceeds of sale, but mere civil 
liability is sometimes not a sufficient deterrent to a fellow who 
has made up his mind to steal money or property. The question 
of criminal liability has troubled the few courts in which the 
point has come up, and they have been forced to work out a 
fine-spun theory of bailment-for-sale in order to hold the de- 
faulting trustee guilty of embezzlement (see, for example, U. S. 
v. Maulding, 147 Fed. Supp. 693; reversed, 257 Fed. 2d 56. 

The matter has now been settled, at least in New York, by 
a recent statute [N.Y. Laws 1958, Chapter 909]. This law 
adds a new Section 58-m to the New York Personal Property 
Law, at the end of the Uniform Trust Receipts Act which has 
been on the books for many years. It provides: 


1. That the property covered by a trust receipt, and the 
proceeds of sale thereof, are to be considered as trust property 
under the Penal Law; 


2. That a wrongful disposition of the property or of the pro- 
ceeds of sale constitutes the crime of embezzlement; 


3. That it makes no difference whether the trust receipt gives 
the trustee the privilege of selling the property, or forbids it; and 
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4. That where the trustee is a corporation or a partnership, 
the individual officer, director, partner, or agent who handles or 
directs the wrongful disposition becomes personally guilty of 
embezzlement. 


I think it fair to say that this new criminal sanction should have 
a helpful deterrent effect. It is to be hoped that the other im- 
portant commercial States which have enacted the Uniform 
Trust Receipts Act will follow New York’s lead and give trust 
receipt financers this additional protection. They are certainly 
entitled to it. 


THE NEW YORK “DISCOUNT” PROBLEM IS SOLVED 


In April of this year, Section 131 of the New York Banking 
Law and Section 18 of the New York General Corporation Law 
were amended so as to eliminate completely the prohibition 
against discounting by corporations not organized under the 
Banking Law. Your Conference and its counsel took an active 
part in the move to effectuate these amendments. 

Although, at first blush, it would seem to have been a strictly 
local New York problem, the fact of the matter is that the rule 
against discounting had nation-wide implications, because it 
cast grave doubt upon the integrity of millions of dollars worth 
of short-term notes and other commercial paper. We felt that 
all the people in our industry, wherever they are located, have 
a direct interest in the money market and in the free flow of 
credit in the form of commercial paper. Hence, it can be said 
that the correction of the New York discount situation is help- 
ful to the entire industry, and constitutes a real plus sign on 
our report for the year. 


THE QUAKER CITY CIRCUITY OF LIEN PROBLEM — 
NO SOLUTION AS YET 


It would have been a great pleasure for me to report to you 
that the past year had also brought a solution of the circuity 
problem resulting from the decision in the Quaker City case. 
Unfortunately, there has as yet been no solution. A bill was 
introduced in the House of Representatives at the opening of 
this year’s congressional session, which would have amended 
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the Bankruptcy Act and cured the mess—at least so far as the 
Members of this Conference are concerned. There is no point 
in discussing the details of the Bill at this time, because it did 
not become law; in fact, it never came out of the House Judiciary 
Committee. I am informed that the Bill will again be intro- 
duced when Congress meets in January, and we can only hope 
that, in view of its eminently respectable sponsorship, it will 
become law some time during 1959. 


In the meanwhile, the circuity problem is still with us. In 
substance, so far as commercial financers are concerned, it is 
very simply this: in an insolvency situation, where we hold 
physical collateral in the form of a merchandise lien, a chattel 
mortgage, or the like, and it develops that some other party 
has been permitted to acquire a lien on the property which is 
superior to ours, we may as a result find ourselves all the way 
down at the bottom of the pile of lienors. 


Specifically, in the Quaker City case the holder of a chattel 
mortgage, who would ordinarily have had the top claim against 
the fund resulting from the sale of the machinery, suddenly 
found himself completely wiped out merely because the land- 
lord, under Pennsylvania law, had a small but superior lien for 
rent. The landlord’s claim in turn was subordinate to a third 
claim, which was itself subordinate to the mortgage. There 
you have the complete circle, and the Court arbitrarily cut 
it at just the wrong place, so far as the mortgagee was con- 
cerned. Until this vicious circle problem is cured by appro- 
priate legislation, all that secured lenders can do is this: if your 
borrower is located in a State whose laws permit subsequent 
liens to come into existence and to be superior to previously 
existing liens like yours, steps should be taken, at the inception 
of the account, to obtain a waiver from the party or parties 
who are in position to acquire such intervening liens. For ex- 
ample, if you are contemplating a chattel mortgage or inventory 
loan transaction in Pennsylvania, you should obtain from the 
landlord a waiver of his right, under Pennsylvania law, to ac- 
quire a lien against the property for his rent. The same pro- 
cedure should be followed in any other State which gives the 
landlord a lien. 
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I appreciate that this procedure is troublesome. However, 
under existing law there is no alternative if the circuity risk 
is to be avoided. Let us hope that, a year from now, the matter 
will have been corrected by legislation in Congress. You may 
be sure that such legislation will have our enthusiastic support. 


DOMINION—A FRESH LOOK AT 
BENEDICT v. RATNER 


The “Hub Carpet Case” (Benedict v. Ratner, 268 U.S. 353) 
has been on the books for over thirty years, and it has been 
very much on the minds of operating and legal personnel in 
our industry, and of the Courts, throughout that period. Let 
me give you some statistics on this point: 

In the year 1803, Chief Justice John Marshall handed down 
his celebrated opinion in Marbury v. Madison (5 U.S. 137), 
holding for the first time that the United States Supreme Court 
has the duty to determine whether a law is constitutional or 
not, and, if the latter, the power to declare the law to be void. 
This was truly epoch-making, as historians and legal scholars 
will agree. Marbury v. Madison is probably the most important 
decision ever issued by the Supreme Court. In the intervening 
155 years, it has been cited in subsequent decisions about 50 
times—most recently in the Little Rock school integration case. 

Well, the Hub Carpet Case, in the 33 years since Judge 
Brandeis wrote the opinion in it, has been cited nearly 150 
times. That's a score of 3 to 1 in its favor. Why this extra- 
ordinary record? 

One reason perhaps is that, over the years, receivers, bank- 
ruptcy trustees, and other such “public enemies” have developed 
the pleasant little habit of tossing up trial balloons carrying 
labels reading “dominion”, “imputation of fraud”, “violation of 
Benedict v. Ratner’, etc., etc., simply on the chance that one 
of the balloons might just happen to explode where a susceptible 
Referee or Federal Court Judge would be impressed by it. The 
result has been, first: extra ulcers added to the ones normally 
developed by finance company personnel and their counsel; 
and, second: a large number of inconsistent and confusing 
decisions in the various Federal circuits. 
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In fact, it is fair to say that, instead of merely one Hub 
Carpet Rule, we now have at least half a dozen, all different. 
Here in the Second Circuit, where the whole thing started, 
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the Courts have been the strictest, holding time and again that | 


if the assignee of accounts receivable or other collateral know- 
ingly permits the assignor to exercise dominion for a day over 
the collateral or the proceeds of collection or merchandise 
returns, all the assignments may become void because, as 
Judge Brandeis put it, such reservation of dominion by the 
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borrower is inconsistent with the creation of an effective lien | 
in favor of the lender (see Irving Trust Co. v. Finance Service | 
Co., 63 Fed. [2nd] 694; In re Borok, 50 Fed. [2nd] 75). From | 


there you can go down the line until you come to the Fourth 
Circuit (covering Maryland, Virginia, West Virginia, and the 


Carolinas), where the Courts have approved procedures by 


which the borrower on receivables was permitted to collect 
them, mingle the collections with his own funds, and use them 
freely in his business for as long as 60 days, accounting only 
at the end of such period (see Parker v. Meyer, 37 Fed. [2nd] 
556; Manufacturers Finance Co. v. Armstrong, 78 Fed. [2nd] 
289). 

We would like all the Courts to agree with the Federal 
Judge who said that, at least in his Circuit (the Fifth), the Hub 


Carpet Rule is not a “fetish” (Second National Bank v. Phillips, | 
189 Fed. [2nd] 115, 117), for the Rule has indeed been tossed | 


at us time after time in what has come to be almost a standard 
ritual. Usually, where the secured lender knows his business 
and operates it according to Hoyle, the attack can be laughed 
off. Nevertheless, the uncertainty created by the swarm of con- 
flicting court decisions always leaves us just a little bit appre- 
hensive, and so it has been for a long time. 


In the light of all this, it is pleasant to report that, during | 


the past year, there has been some clarification of the situation, 
and it is particularly gratifying that the principal assist came 
from the opinion written in the New Haven Clock case by our 
old friend Judge Medina, who was the honored dinner-guest 
of this very Convention not long ago (In re New Haven Clock 
& Watch Co., 253 Fed. [2nd] 577). Let’s take a close look 
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at the case; it is very much worth while. 


The First National Bank of Chicago financed the Clock 
Company for nearly 10 years, making demand loans secured 
by assignments of accounts receivable. I want to read Judge 
Medina’s description of the way the account was handled, which 
was really admirable: 


“It was the practice of the Bank to lend to the Clock Company 
no more than seventy-five per cent of the face amount of the 
accounts assigned to it to secure the loan, and this ratio of debt 
to collateral was continuously maintained by the Bank in its deal- 
ings with the Clock Company. Along with each schedule of 
accounts assigned to the Bank there was an assignment contract 
which obligated the Clock Company to: (1) transmit to the Bank 
all proceeds received on the assigned accounts, so endorsed that 
the Bank could collect on them; (2) keep the proceeds of the as- 
signed accounts separate from its own funds and expressly in trust 
for the Bank; (3) record on all of its pertinent records and books 
of account a notation showing that these accounts were assigned; 
(4) allow the Bank to examine and make extracts from its records; 
(5) notify the Bank immediately in case of the return of mer- 
chandise by the debtor of an assigned account, segregate and label 
the returned goods, and within ten days forward new accounts to 
cover the value of the returns. The assignment contract also 
provided that all funds collected or received by the Bank from the 
debtors of the assigned receivables were to be deposited in a 
special account in the Bank. This account was to be held by 
the Bank as collateral security for the payment of any indebted- 
ness to it, and the Clock Company had no control over, nor could 
it withdraw any money from this account. 


ee ¢ 8@# @ @ 


In addition, the Bank, acting pursuant to another provision in the 
contract, appointed an employee of the Clock Company as its 
special agent, who received in its behalf all payments from the 
debtors of assigned accounts and transmitted them to the Bank, 
and this employee was subject exclusively to orders from the 
Bank in the handling of these receipts. 

Additional evidence of the exercise by the Bank of control 
over the assigned receivables is afforded by other records of these 
assignments kept up to date by the Clock Company. For each 
account assigned the Clock Company prepared an electronic 
punch card and an invoice in duplicate. Each of these invoices 
was stamped on the back directing the account debtor to pay the 
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amount due thereon to the Bank, without inquiry, in full satisfac- 
tion of the Clock Company’s interest in that account. The Clock 
Company retained one of these stamped invoices along with the 
electronic punch card for that account and sent the duplicate in- 
voice to the Bank. Thus, in the Clock Company’s office, the 
records of the assigned accounts consisted of the punch cards, 
the stamped invoices and the customers’ ledger card which was 
stamped to indicate the assignment.” 


Could the operation possibly have been cleaner? I don’t see 
how it could have been. Nevertheless, when the Clock Com- 
pany went into Chapter X reorganization proceedings, the 
Bank’s position was attacked not only by the Trustees, but also 
by the U.S. Government (which had a tax claim against the 
Clock Company ). I will have a little more to say about the Gov- 
ernment in this connection in a little while. For the present, let 
us note that the Bank’s claim to the assigned accounts and the 
collections thereon was sustained, on three different grounds: 


First: The Hub Carpet argument. Judge Medina dis- 
posed of it decisively, saying this: 
“Since . . . the Bank effectively policed the receivables as- 


signed to it, the transfers to the Bank were not fraudulent and 
thus not void under the Bankruptcy Act”. 


Second: The State Law. Pointing out that the Clock 
Company operated in Connecticut, which has a “validation” 
statute, Judge Medina said that the Hub Carpet Rule (which 
came up from New York) wouldn't apply if the Connecticut 
statute were complied with, and that it was complied with. So, 
he ruled that the Bank's assignments were obviously valid under 
State law, and hence could not be attacked under the Hub 
Carpet Rule. 


Third: The “Statutory Lien” argument. This was an at- 





tempt to apply the theory which had originally started all the 


trouble in the Quaker City case, but Judge Medina rejected it, 
saying: 
“The Bank’s lien on the proceeds of the assigned receivables 
is not a statutory lien. . . . [It is] a consensual common law lien 


which arose not because of the terms of a statute so providing, 
but rather as the result of the assignment itself.” 
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An even more recent decision (In re Cut Rate Furniture 
Co., 163 Fed Supp. 360) follows the same trend as that so 
ably defined by Judge Medina, and it is of particular interest 
because it deals with the applicability of the Hub Carpet Rule 
to inventory loans. There have been very few decisions on 
this subject. 

In the recent case, the borrower was a retail furniture store. 
It granted a factor’s lien upon its inventory, under the usual 
agreement providing that all accounts receivable and other 
proceeds resulting from the sale of inventory were the property 
of the factor and would be duly assigned and delivered to it. The 
transaction took place in New York State, and the provisions 
of the New York Factors’ Act (Personal Property Law, Section 
45) were duly complied with. Incidentally, the factor was 
one of our members. 


Most of the sales of inventory were on a credit basis, with 
a small cash down-payment and the balance payable in install- 
ments. In the actual operation, the borrower retained the 
down-payments, assigning to the factor only the installment 
receivables. The transactions were attacked as violating the 
Hub Carpet Rule, but the Federal Court held to the contrary. 
Following Judge Medina’s lead, the Court ruled that the only 
waiver of dominion by the factor was with respect to the 
down-payments, and that the factor had a valid lien upon the 
unsold inventory, the installment receivables, and the proceeds 


thereof. 


A number of legal arguments were advanced by the Court 
in support of its ruling, but the basic proposition—and the one 
with which we are concerned here today—was that, where an 
inventory lien is effectuated in accordance with the statute, the 
lien will be held valid when the actual transactions are in keep- 
ing with the spirit and purpose of the statute. In other words, 
the Court specifically disavowed the old-fashioned notion that 
the Hub Carpet Rule has a sort of blunderbuss effect, under 
which the slightest infraction would invalidate the whole ar- 
rangement. This is indeed solid evidence of a return to sanity 
on this subject. 

All this certainly clears the air of a lot of Hub Carpet smoke. 
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But as the air clears, we should realize once more that, whether 
the Hub Carpet case was rightly or wrongly decided in the 
first place, the underlying principle involved is as true and 
valid as ever, namely: that if a secured lender fails to police 
his security with all proper diligence, and takes a loss as a re- 
sult, he shouldn't blame the loss on poor old Hub Carpet, but 
rather on himself. That's where it belongs. In other words, 
we can paraphrase Judge Brandeis something like this: “So 
you want to be a secured creditor? Fine, provided you act like 
one, and don’t let your borrower behave as though the security 
belonged to him. If you let him get away with that, you 
deserve to lose out, and you will”. | 

Viewed this way, I think that the Hub Carpet Rule, as | 
clarified and limited by Judge Medina’s admirable opinion, is 
nothing more than a rule of common-sense and of sound operat- 
ing procedure. 


TROUBLESOME PROBLEM 


My final subject is the problem of Federal Tax Liens, which 
in the past year or two has been causing increasing and wide- 
spread concern. In order to understand the problem and its | 
impact on our industry, it is necessary to go into a little legal |; 
history, which I will try to make as non-technical as possible. 

Section 6321 of the Internal Revenue Code gives the Gov- 
ernment a lien for unpaid federal taxes. It provides that, if 
any person neglects or refuses to pay his tax, there “shall be a | 
lien in favor of the United States upon all property and rights : 
to property, whether real or personal, belonging to such person”. 
Although the lien arises as soon as the tax assessment is made 
(I.R.C., Section 6322), you will recall that a few years ago an | 
amendment was enacted by Congress, to the effect that a tax | 
lien “shall not be valid as against any mortgagee, pledgee, pur- | 
chaser or judgment creditor until notice thereof has been filed , 
... (Section 6323). 

This conference took an active part in supporting that 
amendment, and we were mightily pleased when it became law. 
As we saw it, and as Congress undoubtedly intended, the tax 
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lien situation, so far as we were concerned, appeared to have 
simmered down to two points: 


1. If a tax lien is filed against our customer, we should do no 
further financing business with him until the lien is lifted. That 
principle, of course, is still sound, and I imagine that all of you 
are aware of it and govern yourselves accordingly. 


2. Any business that we have done with the customer before 
the tax lien was filed is protected, and our lien upon his accounts 
receivable or inventory or machinery, as the case may be, is prior 
to and comes ahead of the tax lien, and secures us for our ad- 
vances, our interest or finance charges, and our counsel fees and 
other expenses of enforcement and collection of our claims as a 
secured creditor. This basic second principle is now at least 
partly in jeopardy, and here is the way the peril has come about. 


In recent years the Internal Revenue people have become 
more and more aggressive in their tax-collection procedures. 
One reason for this trend is undoubtedly the fact that the 
ordinary businessman or manufacturer has come to be more 
and more of a deputy tax-collector himself. The law requires 
him to collect withholding taxes and social security contribu- 
tions from his employees, and excise, sales, and luxury taxes 
from his customers. He is supposed to handle the money like 
a trust fund, and to pay it over to the Government at regular 
intervals; but in the meantime the money is sitting in his hands, 
and the temptation to dip into it is, all too often, irresistible. 
What happens? He dips in, the tax people catch up with him, 
and the first thing they do is to make an assessment and file 
a tax lien. 

At this point, the tax lien usually comes into a head-on 
collision with previous liens against the assets of the defaulting 
taxpayer. Litigation follows, and in those cases the Internal 
Revenue people, with the assistance of the United States Su- 
preme Court, have been coming out on top of the heap more 
and more frequently. Let me tell you about a few of the 
recent cases: 

United States v. White Bear Brewing Co. (350 U.S. 1010). 
In this case, a man did repair work on a building, and was not 
paid by the owner. So, he filed a mechanic’s lien and started 
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a foreclosure action to collect on it. While the foreclosure 
action was pending, a Federal tax lien was filed against the 
owner of the property. The Supreme Court held that the 
tax lien came ahead of the mechanic's lien—not because there 
was anything wrong with the mechanic's lien, but simply be- 
cause the tax lien was put on file before the mechanic's lien 
was reduced to final judgment in the foreclosure action. This 
result was based on the audacious theory, advanced by the 
tax people and accepted by the Court, that until judgment was 
actually entered on the mechanic's lien, it was still “inchoate” 
—that is, only incipient or unperfected or not yet ripened into 
full maturity. The fact that the mechanic's lien was bona fide 
and duly filed before the tax claim was even asserted, and, in- 
deed, was already being foreclosed by court action, was calmly 
brushed aside. Well, let us see where else this novel doctrine 


has led. 


United States v. Ball Construction Co. (355 U.S. 587). In 
this case, a contractor posted surety company performance 
bonds on two separate jobs. In each bond, the surety company 
undertook to complete the job if the contractor fell down on it. 
When the first bond was written, the contractor, as usual, as- 
signed to the surety company all moneys due or to become due 
on the job, to secure the surety company for all indebtedness 
of the contractor. The first job was duly finished, and money 
did become due on it. Then, the Government filed a tax lien 
against the contractor. Finally, the contractor defaulted on the 
second job, and the surety company duly completed the second 
job—as it had to under its performance bond. Both the surety 
company and the Government claimed the moneys due on the 
first job: the surety company, because its assignment of those 
moneys was received long before the tax lien was filed; the 
Government, because the surety company’s assignment was 
still “inchoate” at the time when the subsequent tax lien was 
filed, and therefore subordinate to it. Who won? The tax 
people, by a Supreme Court vote of five to four. 


Bank of Nevada v. United States (251 Fed. 2d. 820.). If 
a bank depositor is indebted to the bank on a loan, the bank 
has the right to set off, against the loan, the balance on deposit 
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in the account. This right has long been recognized, even in 
the case of bankruptcy. But, if a tax lien is filed before the 
right of set-off is actually exercised, this case holds that the 
tax lien comes first; the bank is not permitted to make the set- 
off after it has been notified of the tax lien. Why? Because 
the bank's claim is “inchoate” until the set-off is put through 
the books. You may be sure that our banker friends aren't any 
happier about this than the mechanic's lienors and surety com- 
panies are about the application of the “inchoate doctrine” to 
them. 

Here's another case (United States v. Pay-O-Matic Corp., 
162 Fed. Supp. 154, aff'd. 256 Fed. 2d 581) which is particularly 
painful to me as a practicing lawyer. The City of New York 
condemned certain property, and the owner retained a lawyer 
to represent the owner in the condemnation proceedings for a 
fee of 25% of the award. By New York law (as in most States), 
an attorney who appears for a client in a litigated matter has 
a lien for his fee upon the client’s cause of action and upon the 
judgment or award which is recovered in the case. Here, 
however, a Federal tax lien was filed against the owner while the 
condemnation proceedings was still pending, but before the 
actual award came down. The Court held that the tax lien 
came ahead of the attorney's lien—again on the same “inchoate” 
theory. I don't like that one at all. 


Now consider just one case more (Leipert v. Williams & 
Co., 161 Fed. Supp. 355). Here, a man contracted to buy a 
house, and made some installment payments on it. Before title 
was actually closed, a Federal tax lien was filed against the 
seller. Carrying the “inchoate” theory to a really rough ex- 
treme, the Court held that the innocent buyer was out of luck, 
and would lose the money he had paid on the property. 


That's the way the tax lien cases have been going this past 
year or two. Of course, as taxpayers ourselves, we should in 
theory applaud the Internal Revenue people when they pursue 
an aggressive collection policy against those miscreants who 
don’t pay their taxes the way we do. But surely they are going 
too far; in the cases which I have just mentioned, what has 
happened, in effect, is that when Smith failed to pay his taxes, 
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the Government recouped its loss of revenue by taking the 
money from Jones. That is all wrong, and obviously something 
should be done about it. 


Now, you may ask me why I have gone into the matter 
at such length before this particular gathering. Here is my 
answer: 


First: As citizens and taxpayers, you have a legitimate 
interest in observing the methods employed by your Govern- 
ment to collect its revenue, and in criticizing those methods if 
they appear to be unjust or inequitable in their impact upon 
innocent third parties. 


Second: The very essence and basis of your business is 
that, in the commercial financing of your customers, you have 
the status of a secured creditor. In the recent tax lien cases, 
the victim of the Government's attack has been a secured credi- 
tor every time—a mechanic's lienor, a surety company, a bank, 
and so on. We can't stand off calmly and remain unmoved 
as we watch other secured creditors being deprived of their 
collateral. Any infringement of the rights of any secured 
creditor is a potential peril to us, and we would be well advised 
to anticipate the peril and take steps to protect ourselves. 


Third: The peril is already upon us, at least in part. In 
the New Haven Clock case, the accounts receivable assign- 
ments provided that they stood as security for the Bank’s legal 
fees and collection expenses—a perfectly normal and valid ar- 
rangement, and one well recognized by the Courts. But, the 
tax people took the position that, at the moment when the tax 
lien was filed, the Bank hadn't yet actually incurred any legal 
fees and collection expenses, so that its lien on the assigned 
accounts for such items was still “inchoate”. The Court agreed, 
wholly ignoring the fact that the Bank’s claim was contractual 
and not statutory, and that it was perfectly valid under State 
law (253 Fed.2d, at pp. 583-4). 


A similar result was reached in April in another case (Com- 
mercial Standard v. Campbell, 254 Fed.2d. 432). 


Where do these rulings leave us? It’s hard to say. If one 
of your accounts gets into trouble and you are forced to incur 
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collection expenses and counsel fees in order to realize on 
your collateral, it is something of a Pyrrhic victory when the 
tax authorities compel you to pay those expenses out of your 
own pocket. And how about the finance charges? In the old 
cases, we established the rule that charges continue running 
until final collection, and are payable out of the collateral. 
But if a tax lien is filed somewhere along the line, does that 
make subsequent finance charges “inchoate” because they 
haven't as yet actually accrued and been determined? No case 
has so held up to now, but we can expect that the Courts will 
be asked to consider the point sooner or later. 

All this is disturbing indeed, but it is not a cause for panic. 
Let me leave the problem with you for consideration. It will 
be solved in due time, I am confident; but in the meantime, here 
are my suggestions on the subject: 

1. Be alert for any indications that your customer is head- 
ing for tax trouble, and do your best to help him avoid it. If no 
tax liens are filed, the problem won't come up to plague you. 
The practical steps that you can take will be discussed by the 
Panel experts today and tomorrow, and I urge you to put them 
into operation, for your own protection. 

2. The American Bar Association has appointed a special 
Committee on Federal Liens, which is tackling the problem 
and drafting remedial legislation. Your Conference will, of 
course, cooperate with that Committee and with other in- 
terested groups. When the legislation is introduced in Congress, 
I urge you to throw your support behind it, through your own 
Senators and Representatives. You will be in good company, 
and your cause is certainly just. 


CONCLUSION 


In concluding this report, I should like to turn for a moment 
from the practical day-to-day matters which we have been 
discussing, to something on a more philosophical level. The 
commercial finance industry as we know it now, and as it is 
so well represented by your nationwide Conference, is perhaps 
50 years old. One of the most remarkable features of the 
industry is the way in which, during that mere half a century, 
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it has expanded in size and diversified in scope. I need not 
labor that point, since most of you have actively participated, 
for longer or shorter periods, in bringing about that expansion 
and diversification. 


It has been my privilege to engage, during nearly 30 years 
out of the 50, in legal affairs pertaining to the industry, and to 
take part in some of the celebrated battles that have been 
fought in the field during the period. Looking back, it occurs 
to me that, just as the character and extent of your operations 
has changed radically, so also there has been a corresponding 
change both in the type of legal problems which you and your 
counsel have to face, and in the attitude of the courts and 
legislatures towards you. 


For example, I remember vividly being told by Leo Oppen- 
heimer, when he sent me to court for the first time on a finance 
company matter back in 1929, that I would be walking into 
court “with two strikes against me” simply because our client 
was a finance company. I soon found that he was right; in- 
deed, in those days it was a rare pleasure to run into a Judge 
who understood that the commercial finance people were first- 
grade citizens, and who recognized that there was sound 
economic and social justification for their business. In like 
vein, our legislatures found it difficult in the early days to ap- 
preciate that, as in any other line of endeavor, our industry 
had its proportion of black sheep and back-alley operators. As 
a result, when remedial legislation was proposed, we were hard 
put to persuade the law-makers that it should be aimed at curing 
the vices that actually existed, and not at putting the entire 
industry out of business. 


There has been a change, I am glad to say. Your industry 
has come of age, and is now accepted as constituting a vital and 
essential feature of the national economy. Judges, Senators, 
Representatives, and Economists now recognize that you per- 
form a legitimate function in what can be called the field of 
intermediate credit, and that there would be a gaping hole in 
the economy without you. And so it is that, while the industry 
still has legal problems and will always have them, they are 
of a different character than they used to be. It follows that 
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in facing those problems, and attempting to find the solutions, 
we need no longer approach them under a sort of inferiority 
complex. Our attitude need no longer be that of a beggar 
pleading for an act of charity; to the contrary, as a respected 
and fully accepted segment of the commercial and financial 
world, we can walk into a court, or appear before a legislative 
committee, leading from strength. 


I have seen all this happen, and am grateful for the privilege 
of having participated and, I hope, contributed to a modest 
extent in helping to bring it about. The major credit, of course, 
goes to you and your Conference, and I congratulate you upon 
your successful evolution. You have arrived. 


Thank you very much for your patience and attention. 









Rights of Non-Resident Trust Companies 
to Act as Fiduciary Under the Laws of 
the Various States, Alaska and Hawaii 


Compiled by LEON SCHAEFLER of Finch and Schaefler, New York 
City, from opinions obtained from members of the Editorial and 
Research Committee of the Probate Attorneys Association. 
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Missouri Yes‘,35 Yes4,18 Yes4,1§ Yes* 18 Yes 4,15 


Appointments. 
Guardian Committee i 
Trustee of of Property 
Named Property of 
State Administrator Executor in Will of Minor Incompetent 
Alabama Yes 4 Yes 4 Yes # Yes 4 Yes 4 
Arizona No No Yes No No 
Arkansas No No Yes No No 
California No No No No No 
Colorado No Yes? Yes? No No 
Connecticut No Yes‘*,?® Yes‘,1® No No 
Delaware Yes ¢ Yes ¢ Yes ¢ Yes‘*,1° Yes 4, 10 
District of 
Columbia Yes Yes Yes Yes Yes 
Florida No No No’ No No 
Georgia Yes‘,18 Yes‘ 18 Yes*,18 Yes4,18 Yes4 18 
Idaho No No No No No 
Illinois Yes ¢ Yes # Yes # Yes 4 Yes # 
Indiana Yes 12 Yes 12 Yes 12 Yes 12 Yes 1? 
Iowa Yes 17 Yes 17 Yes 17 Yes 17 Yes 17 
Kansas No No No No No | 
Kentucky No No No No No . 
Louisiana No *° No *° No No No ( 
Maine Yes Yes Yes Yes Yes 
Maryland Yes 4 Yes 4 Yes 5 Yes 4 Yes 4 ? 
Massachusetts Yes 4 Yes 4 Yes 4 Yes 4 Yes # ( 
Michigan No No No No No 
Minnesota Yes‘,18 Yes4,18 Yes 4,13 Yes4,18 Yes 4,18 
Mississippi Yes * Yes * Yes 4 Yes * Yes * t 
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NON-RESIDENT TRUST COMPANIES 


Guardian Committee 


Trustee of of Property 

Named Property of 
State Adiminstrator Executor in Will of Minor Incompetent 
Montana No No No No No 
Nebraska No No No No No 
Nevada No No No No No 
New Hampshire No No No No No 
New Jersey No Yes * Yes * No‘, ® No‘,? 
New Mexico No No No No No 
New York Yes 4 Yes * Yes 4 Yes * Yes * 
North Carolina No No No No No 
North Dakota Yes * Yes ¢ Yes ¢ Yes ¢ Yes * 
Ohio No #8 No ## No #8 No #8 No #8 
Oklahoma No No No No No 
Oregon No No No No No 
Pennsylvania Yes ¢ Yes * Yes * Yes * Yes * 
Rhode Island Yes ¢ Yes ¢ Yes ‘ Yes * Yes 4 
South Carolina No No Yes No No 
South Dakota No No No No No 
Tennessee Yes ** or‘ Yes*%or‘* Yes?2 or‘ Yes?* or‘ Yes ** or * 
Texas No Yes 14 Yes 14 No No 
Utah No No No No No 
Vermont No Yes * Yes} No No 
Virginia No No No *4 No No 
Washington No No No 's No No 
West Virginia No No No No No 
Wisconsin No Yes * Yes * No No 
Wyoming No Yes Yes No * No’? 
Alaska No No No No No 
Hawaii No No No No No 


The answer “Yes” indicates that the right to act is either absolute or dependent on 
fulfillment of conditions precedent which are not onerous or expensive; the answer 
“No” indicates that the prohibition is either absolute or dependent on fulfillment of 
conditions precedent which are too onerous or expensive to warrant compliance. 

1 In the discretion of the Probate Court, provided at least 65% of the estate is located 
or invested without the state of Vermont, and provided that Vermont banks are 
permitted to act as executor or trustee under the Will of a resident of the state where 
such foreign bank has its domicile. 

2 A non-resident trust company may not act as sole executor of a Will of a resident 
of Colorado, but, subject to the discretion of the Probate Court, may act as co- 
executor of such Will with a resident of that state. 

*A non-resident trust company may act as trustee under the Will of a resident of 
Colorado provided the testator expressly directs that the trust is not to be adminis- 
tered under the jurisdiction of a Colorado Probate Court. 

*“Reciprocal”—provided a bank of this state may act in such capacity in the state 
of incorporation of the non-resident trust company. 

5 “Reciprocal”—as in (4) above except as to court-appointed trustees where the 
appointment would appear to be discretionary. 
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6 But may act as testamentary guardian. 


7 But may act as testamentary guardian of an incompetent minor. 

8 But may receive bequests to it as trustee of money or intangible personal property. 
9 If named in the Will and approved by the court. 

10 If named in the Will. 

11 If a permit to do business in Texas could be obtained, which is doubtful. 

12 In conjunction with a resident of the state. 

18 Limited to trust companies in conterminous states. 

14 But instances have been reported of a non-resident trust company having been 
appointed. 

15 Limited to trust companies of adjoining or next adjoining States and subject to 
court approval if not named in Will. 

16 If no objection made, court may direct distribution to foreign trustee named in 
Will for administration of assets outside state. 

17 But some districts also require appointment of resident co-fiduciary. 

18 “But may qualify to do trust business by deposit of securities or cash and payment 
of annual fee.” 

19 If named in will or if named by person to whom power of appointing executor or 
trustee was granted in such will. 

20 But, opinion to the contrary has been expressed. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 


Check Kiter Not Permitted to Recover From Bank 


Involved in Scheme 


The United States Court of Appeals in the Third Circuit 
has affirmed a district court ruling in a case where the jury 
decided in favor of the plaintiff but the court decided for the 
defendant notwithstanding the jury verdict. According to the 
opinion, the plaintiff had been involved in a continuous check 
kiting scheme with the First National Bank of Cecil, Pennsyl- 
vania for a period of twenty-three months. The bank, which 
was finally taken over by the Federal Deposit Insurance Cor- 
poration, was a one-man operation, run in a rather disorderly 
manner. 

As part of the kiting scheme, plaintiff left two signed blank 
checks with the Cecil bank manager who filled in the blanks and 
sent the checks to a bank in Canonsburg for payment. To 
cover the checks, the manager gave plaintiff three checks drawn 
on the Cecil bank with instructions to deposit them to his ac- 
count with the Canonsburg bank. On the basis of this deposit, 
the Canonsburg bank honored the two checks drawn on it but 
subsequently had to collect the amount of these checks, $19,- 
200, from plaintiff because the Cecil bank did not pay the 
three checks deposited to the plaintiff's account in the Canons- 
burg bank. 

The plaintiff brought suit against the F.D.I.C. as successor 
to the Cecil bank’s interest, to recover the funds he had paid 
to reimburse the Canonsburg bank. The court ruled that this 
transaction was part of the continuing check kiting scheme 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 390. 
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which was illegal and the plaintiff having been involved in the 
illegal transaction was denied relief even though the funds 
involved enured to the benefit of the Cecil bank. Falconi v. 
Federal Deposit Insurance Corporation, United States Court 
of Appeals, Third Circuit, June 25, 1958. The opinion of the 
Court is as follows: 


KALODNER, C.J.-Domenick Falconi (“plaintiff”) brought suit 
against the Federal Deposit Insurance Corporation (“defendant”), 
successor in interest to the insolvent First National Bank of Cecil, Penn- 
sylvania (“Cecil Bank”) to recover $19,200 allegedly unlawfully appro- 
priated from his account at the First National Bank of Canonsburg, 
Pennsylvania (“Canonsburg Bank”) to the use of the Cecil Bank. The 
jury returned a verdict for the plaintiff in the amount of $21,000 and 
judgment was entered thereon. Subsequently the District Court granted 
defendant’s motion for judgment n.o.v. and, alternatively, its motion for a 
new trial.’ Plaintiff appealed. 

The critical facts may be summarized as follows: 

Plaintiff is a resident of Canonsburg, Washington County, Penn- 
sylvania. At the time the events which are under consideration took 
place he was a farmer, beer distributor, livestock and real estate dealer. 
He maintained his principal personal and business checking accounts in 
the Cecil Bank. His wife, his daughter, his son, Philip, his brother, 
Cesare and his nephew, Angelo, also had checking accounts in the Cecil 
Bank. Some of these accounts were in individual names; others were 
in joint names, but plaintiff controlled all of them. At the time the 
Cecil Bank closed there was some $70,000 on deposit in plaintiffs per- 
sonal and business accounts and the accounts of his relatives. All of 
the $70,000 was the plaintiffs money, according to his testimony at the 
trial. Plaintiff was permitted, in the course of the crazy-quilt operation 
of the Cecil Bank, to treat the accounts of his relatives as though they 
were in his own name, drawing checks on them at will. 

Plaintiff also maintained small checking accounts in the Citizens 
Trust Company of Canonsburg and the Canonsburg Bank. 

The Cecil Bank was a one-man organization operated by the plain- 
tiffs long-time close friend and financial advisor, John F. Wagner 
(“Wagner”), its executive vice-president and cashier. 

Wagner committed suicide on September 25, 1950. Thereafter the 
directors of the Cecil Bank determined that the institution was insolvent, 
and called upon the defendant for aid. Pursuant thereto, defendant 
entered into an agreement with the insolvent Cecil Bank and the First 
National Bank of McDonald, Pennsylvania, in a nearby town, under 


1 The District Court’s opinion is reported at 153 F. Supp. 867 (W.D. Pa. 1957). 
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which the McDonald Bank assumed all of the deposit liabilities of the 
Cecil Bank and the defendant provided the necessary funds to make it 
whole. 

During the course of the liquidation of the Cecil Bank defendant 
discovered numerous irregularities traceable to Wagner's helter-skelter 
operations and manipulations. Particularly pertinent to the instant case 
were the checks and promissory notes signed in blank by plaintiff and 
others and the total absence of records of many deposits and other bank 
transactions. 

Plaintiffs claim is based upon a transaction involving two checks 
drawn on his account at the Canonsburg Bank. These checks, plaintiff 
testified, were signed in blank and left with Wagner for use in further- 
ance of his business transactions; the dates, payees and amounts were to 
be filled in by the Cecil Bank in accordance with his express instructions; 
the checks, however, were filled in by Wagner and diverted to the 
bank’s exclusive use without his knowledge or authority. 

The two checks totalled $19,265.70. The first, in the sum of $9,265.70 
was dated September 19, 1950, and made payable to the order of Joe 
Minehart. The second, in the amount of $10,000, was dated September 
21, 1950, and made payable to the First National Bank of Cecil. Plaintiff 
asserts that, in exchange for these checks, Wagner, on September 19th, 
gave him three checks totalling $19,200, together with $65.70 in cash. 
The three checks were drawn on the Cecil Bank and made payable to 
plaintiff. The first, in the amount of $1,800, was dated September 20, 
1950, and signed John F. Wagner. The second, in the amount of $7,400, 
was dated September 21, 1950, and signed Steve Spataro. The third, in 
the amount of $10,000 was dated September 22, 1950, and signed John 
C. Joseph (as President) on the P. & J. Coal Mining Co. checking account. 

Plaintiff had a balance of only $1,051.78 at the Canonsburg Bank 
when Wagner filled in the two checks totalling $19,265.70 drawn on that 
account.’ The three checks given in return were designed to cover these 
checks and Wagner accordingly instructed plaintiff to deposit them at 
the Canonsburg Bank. Plaintiff duly deposited the checks as instructed 
—two on September 22d and the third on September 25th. The deposits 
enabled the Canonsburg Bank to honor the two checks drawn on plain- 
tiffs account, but the three cover checks were subsequently dishonored 
when presented for payment at the Cecil Bank. As a result, plaintiff 
was required to reimburse the Canonsburg Bank in the amount of 
$19,200, the total of the three checks. It is this sum, plus interest, which 
plaintiff seeks to recover in this action. 

By way of defense to plaintiffs claim, defendant asserts that the 
transaction in question was part and parcel of a check kiting operation 
and that recovery should be denied because of its illegality. Plaintiff 


? This balance was further reduced to $874.65 on September 21, 1950. 
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concedes the existence of a series of check kite operations but argues that 
his claim is completely separate from and independent of the kite. 
With the issues so framed, the question presented is: Was the trans- 
action between plaintiff and Wagner a mere continuation of an illegal 
check kite for plaintiff's benefit or were the checks drawn on plaintiff's 
account for the exclusive benefit of the Cecil Bank and therefore separate 
and independent of the illegal operation. 

A check kite has been defined as a scheme whereby false credit is 
obtained by the exchange and passing of worthless checks between two 
banks.? The kite in the instant case involved three different types of 
checks: (1) checks drawn on the Canonsburg Bank which the plaintiff 
had signed in blank and left with Wagner; (2) checks drawn on the 
Cecil Bank which plaintiff made payable to himself and signed some 
name other than his own as the purported drawer; and (3) checks drawn 
on the Cecil Bank which Wagner made payable to plaintiff and signed 
someone else’s name as the purported drawer. 

The audit conducted by defendant disclosed that plaintiff had signed 
numerous names to these checks, among them, Lentre Rosconi, A. L. 
Richere, P. D. Santissi, Pietre Guardieri, Pietro Rosconi and Rosconi 
Pietro. Among the names signed by Wagner were Steve Spataro and 
P. & J. Coal Mining Co. The kiting operation worked substantially as 
follows: Wagner would fill in one of the checks on the Canonsburg 
Bank signed in blank by plaintiff and would forward it through banking 
channels for payment. It would take several days for the check to 
clear and on or before the day it was scheduled to reach the 
Canonsburg Bank, plaintiff or Wagner would cover it by depositing 
in plaintiffs account one of the “manufactured” checks drawn on the 
Cecil Bank.‘ When that check reached the Cecil Bank Wagner would 
cover it by one of plaintiff's signed-in-blank checks drawn on the Canons- 
burg Bank. This check, in turn, would be covered by a “manufactured” 
check drawn on the Cecil Bank. The operation continued until the 
false credit so created was finally paid (or discovered). Plaintiff himself 
testified to these practices and admitted they were for his benefit. This 
was corroborated by the audit conducted by defendant which included 
photographs of Recordak film of numerous checks and ledger sheets. 

The record discloses the following additional facts pertinent to our 
inquiry: the Cecil Bank received credit from the Federal Reserve Bank 
for the sum of $19,265.70, representing the two signed checks on the 
Canonsburg Bank filled in by Wagner; the names used on four of the 


3 Fidelity and Casualty Co. v. Bank of Altenburg, 216 F.2d 294, 302-303 (8th Cir. 
1954), cert. denied, 348 U.S. 952 (1955). 

* The liquidator found that large deposits to plaintiff's account at the Canonsburg 
Bank from October 22, 1948 to September 25, 1950, which were promptly with- 
drawn totalled $1,233,857.02. The average per month during this period before 
Wagner’s death was $53,645.95. For the five months following Wagner’s death, net 
deposits were $31,807.08, with an average monthly deposit of $6,361.42. 
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checks (Steve Spataro, P. & J. Coal Mining Co., Joe Minehart and John 
F. Wagner) were identical with those used in admitted earlier kiting 
operations. Plaintiff himself testified that the only difference between 
the three “manufactured” checks purportedly drawn on the Cecil Bank 
by Spataro, Wagner and the P. & J. Coal Mining Co., given him by 
Wagner to deposit in the Canonsburg Bank, and those previously used 
to cover kited checks drawn on that bank, was the fact that the other 
checks were always paid, whereas the ones in question were not. 


On review of the record we are of the opinion that the District Court 
did not err in setting aside the jury’s verdict and entering judgment for 
the defendant. Plaintiff premised his case on two grounds: (1) that 
Wagner's unauthorized use of the two checks, signed in blank, and his 
acceptance of the three checks which Wagner gave him for deposit in 
the Canonsburg Bank was not a part of their 23-month old kiting opera- 
tions and (2) his two checks were used for the benefit of the Cecil Bank. 


Plaintiffs own testimony establishes that his claim is without merit. 

With respect to his first contention he testified, and the documentary 
evidence adduced by defendant so established, that his bank balance 
at the Canonsburg Bank throughout its existence averaged between 
$1,000 and $2,000 and that on September 19, 1950, his balance at that 
bank was approximately $1,000. Further, plaintiff himself testified that 
on September 19, he learned from Wagner that the latter had filled in 
two blank checks on the Canonsburg Bank in a total amount of 
$19,265.70; that at the same time Wagner gave him $65.70 in cash and 
three checks on the Cecil Bank totalling $19,200—one in the amount of 
$1,800 dated September 20, 1950 signed by Wagner, another in the 
amount of $7,400 dated September 21, 1950, signed “Steve Spataro” and 
still another dated September 22, 1950, in the amount of $10,000 signed 
“John C. Joseph” (as president) drawn on the P. & J. Coal Mining Co. 
account. Neither Wagner, Spataro nor Joseph (or the P. & J. Coal Mining 
Co.), plaintiff testified, owed him any money at the time he was given the 
checks bearing their signatures as makers. Plaintiff advanced no explana- 
tion as to why he accepted checks in such substantial amounts when 
their drawers were admittedly not indebted to him at the time. 

Plaintiff testified that when Wagner gave him the three checks above 
referred to and advised him that they were to cover plaintiff's two checks 
on the Canonsburg Bank plaintiff said nothing and made no objection 
to Wagner’s filling in of these two checks signed in blank. He did not 
do so, he said, because “it was too late”. With respect to this statement 
the record shows that plaintiff's check which had been filled in to the 
order of Joe Minehart in the amount of $9,265.70 and dated September 
19, 1950, was not deposited until September 20, 1950, a day after plain- 
tiffs conversation with Wagner, and that plaintiffs check filled in to 
the order of the Cecil Bank in the amount of $10,000 and dated Septem- 
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ber 21, 1950, was deposited that day—two days after plaintiff's conversa- 
tion with Wagner. 

The foregoing facts clearly establish that plaintiff to his knowledge 
engaged in a kiting operation with Wagner. Whether the kiting opera- 
tion, as plaintiff contends, enured to the Ceci] Bank’s benefit, or, as 
defendant contends, to plaintiffs benefit, is immaterial. Plaintiff knew 
that Wagner had filled in plaintiff's two checks in a total amount of 
$19,265.70 on the Canonsburg Bank account when there was only ap- 
proximately $1,000 in that account; he knew that the three checks which 
Wagner gave him were designed to establish a credit to his account in 
the Canonsburg Bank sufficient to cover his own two checks on the 
Canonsburg Bank account. Plaintiff failed to make out a case and the 
jury’s verdict in his favor cannot be sustained. 

Check kiting is illegal and a criminal act under the laws of the 
United States when the mails are used, as they were in this case.’ It 
is well-settled that where the plaintiff's conduct in connection with the 
transaction upon which his claim is based was illegal and criminal the 
courts will deny him relief.* 

Further, here the record established a 23-month record of check 
kiting operations in which the plaintiff was an active participant and it 
is settled that a course of conduct once established is presumed to 
continue until the contrary is established;* otherwise stated, “Proof of 
the existence at a particular time of a fact of a continuous nature gives 
rise to an inference, within logical limits, that it exists at a subsequent 
time.”!° 

For the reasons stated the judgment of the District Court for the 
defendant non obstante veredicto will be affirmed. 


718 U.S.C. § 656, 62 Stat. 729; 18 U.S.C. § 1341, 62 Stat. 763, amended 63 Stat. 
94. See also United States v. Matsinger, 191 F.2d 1014 (3rd Cir. 1951); United 
States v. Feldman, 136 F.2d 394 (2d Cir. 1943); aff'd on other grounds, 322 U‘S. 
487 (1944); Federman v. United States, 36 F.2d 441 (7th Cir. 1929). 

8 McMullen v. Hoffman, 174 U.S. 639, 654 (1899); Continental Wall Paper Co. v. 
Voight & Sons Co., 212 U.S. 227 (1909); Warner Bros. Theatres v. Cooper Founda- 
tion, 189 F.2d 825 (10th Cir. 1951); Restatement of Restitution, Chap. 8, Sec. 140. 
See also Dippel v. Brunozzi, 365 Pa. 264 (1950). 

® Feller v. McGrath, 106 F. Supp. 147, 154 (W.D. Pa. 1952), aff'd sub nom. Feller 
v. Brownell, 201 F.2d 670 (1953), cert. den. 346 U.S. 831. 

1031 C.J.S., Evidence, § 124 at pages 736-737, cited and applied in Noell v. United 
States, 183 F.2d 334, 338 (9th Cir. 1950), cert. den. 340 U.S. 921 (1951). See 
also Penn Oil Co. v. Vacuum Oil Co., 48 F.2d 1008, 1011 (D.C. Cir. 1931). 
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Payee’s Acceptance of Debtor’s Check Does Not 
Constitute Payment 


A Missouri court has considered the question of whether or 
not the mere accepting of checks constitutes the payment of a 
debt. The plaintiff brought suit on two trade acceptances 
against the makers of the acceptances (defendants) who, sub- 
sequent to the making of those instruments, wrote two post 
dated checks payable to the plaintiff. These checks were dated 
to correspond with the dates of the trade acceptances but pay- 
ment on the checks was stopped prior to these dates. The 
plaintiff, who still held the trade acceptances brought suit on 
them and the defendants took the position that acceptance of 
the checks by the plaintiff for the trade acceptances constituted 
absolute payment. 

The court ruled in favor of the plaintiff. It stated that the 
law was well established to the effect that the mere acceptance 
of a debtor's check by a creditor does not constitute payment 
of the debt in the absence of an express agreement and that 
without such agreement, the debt is not discharged until the 
check is in fact paid. In this case the defendants did not prove 
that there was any agreement that the acceptance of the post 
dated checks was to be considered an absolute payment. Credit 
Equipment Corporation v. Weston, Springfield Court of Ap- 
peals, Missouri, 315 S.W.2d 493. The opinion of the court is 
as follows: 


McDOWELL, J.—This is an action by Credit Equipment Corpora- 
tion, plaintiff-respondent, against Wayne Weston and Ray F. Coburn, 
co-partners, d/b/a Seneca Appliance, Seneca, Missouri, to recover on 
two Trade Acceptance Agreements in the amount of $320.60 each. 

The cause was tried in the Circuit Court of Newton County, Missouri, 
by the court, jury having been waived, and judgment rendered for 
plaintiff for $320 on each Acceptance Agreement. Defendants appealed. 

The issue in the case is whether or not the Trade Acceptances sued 
on had been paid and the debt discharged by virtue of plaintiff's accept- 
ance of defendants’ two checks for the amount due on which payment 
was stopped. 

The parties stipulated that the Trade Acceptance Agreements 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1258. 
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described in counts 1 and 2 of plaintiff's petition) were purchased by 
plaintiff from Carbozite Protective Coatings Company, Inc., on Novem- 
ber 1, 1954, in the regular course of business and in good faith, for a 
consideration of $224.42 each; that at the time of purchase none of the 
officers or agents of plaintiff knew of any complaint by defendants. 

It is stipulated that defendant stopped payment on each check 
given plaintiff in payment of the Acceptance Agreements. 

Plaintiff introduced the Trade Acceptances sued on and the two 
checks upon which payment was stopped. 

Wayne Weston, defendant, testified that a representative of plaintiff- 
company came to the store of defendants and defendants gave to him 
three checks for $320.60 each, in payment for the three Trade Accept- 
ances, which defendants had previously given to Carbozite Protective 
Coatings Company. He gave this testimony: 

“Q. For what did you give this man the checks? A. In payment 
of the Trade Acceptance Agreements. 

“Q. He was trying to collect this money? A. Yes. 

“Q. What was your agreement with him when you gave him the 
checks? A. The checks were in payment of the Trade Acceptances 
they were trying to get settled. 

“Q. What was his reason for that? A. Because the trade accept- 
ances had been on their books for too long a time, and they were trying 
to get settled with the Carbozite Company, and because of that he would 
accept the three checks in payment of the trade acceptances and let us 
pay them out with them.” 

Witness testified that plaintiff's agent gave him a long yarn about the 
deal which had been pending for more than a year and said, “these were 
written out of the State of New York, and they were not what they 
wanted and were not as good to him as the checks”. He stated they 
wanted the checks payable a month apart for each of the Trade Accept- 
ance Agreements, which were so payable. He said “Whether he told me 
in outright words or not, I don’t know, but he gave me that impression 
that I would receive them back.” 

He testified the three checks were post dated and that the agent 
said they would prefer to try to collect the checks rather than the 
Acceptance Agreements; that when the checks were given, defendants 
did not intend to stop payment on them but, later, changed their minds 
and stopped payment. He gave this testimony: 

“Q. You don’t deny signing Exhibits One and two, which are the 
Trade Acceptance Agreements? A. No, I signed them. 

“Q. You have never paid them? A. Yes, I paid them with the 
checks. 

“Q. But the checks have never been paid? A. No. 
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“Q. And you stopped payment on the checks? A. Yes.” 

The evidence is that there were three Trade Acceptance Agreements; 
that one check was paid. Defendant stated that payment was stopped 
on the checks because plaintiff failed to carry out his promise. He 
gave this testimony: 

“Q. What was it the Credit Equipment Company promised to do 
that they did not do? A. They promised to get the Carbozite men 
down and to do what they agreed to do. 


Witness said that at the time the checks were delivered to the agent 
he asked that the Trade Acceptance Agreements be returned but had 
made no demand since that time; that at the time of the agreement to 
give the checks, plaintiff promised he would have the Carbozite Company 
send a representative to defendants’ place of business to show them how 
to use and sell the stuff they had bought from the Carbozite Company; 
that this promise was made as a part of the agreement for the issuing 


of the checks. 


Ray Coburn testified that he is one of the partners in the Seneca 
Appliance and was acquainted with the transactions involved. He stated 
he was at the store when plaintiff's agent came to collect the Trade 
Acceptances. He gave this testimony: 


“Q. And was there some ensuing conversation about the trade agree- 


mentsP A. Yes. 


“Q. In the conversation, did he make any agreement to, now, what 
did he agree todo? A. He agreed to send—he agreed if we would give 
him the checks for those trade notices, which he said were not collectible 
any more under the New York law because they were more than one 
year old, well, we said we didn’t want to beat him out of the money, 
but all we wanted was for them to do what they had promised to do, 
and he said if we would give him the three checks that he would have 
the people down here in thirty days, and to prepare a list for them to 
see, which we did, but after we gave him these checks we never heard 
of him again until we got sued. We paid one check at the time he 
was there, and that’s why we could not stop payment on it. He said it 
would take thirty days so we gave him our checks. 

“Q. He agreed to send people down to do what? A. To show us 
how to apply our merchandise. There’s a certain way it is supposed to 
be applied. They were to conduct an advertising campaign and see 
customers. 

“Q. Did he specifically tell you then to give him the checks and that 
they were being accepted as full and complete payment and discharge 
of the Trade Acceptance Agreements? A. Yes. He said he would send 
the agreements back to us. 

“Q. You said that you did not want to beat anybody out of money. 
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A. I don’t. They told us a lie. They said they would return the trade 
acceptances as soon as the checks were paid.” 

The witnesses testified that he stopped payment on the checks and 
did not intend to go through with the agreement. 

In our opinion we will refer to appellants as defendants and to re- 
spondent as plaintiff, the position occupied in the lower court. 

Defendants’ first assignment of error is that “the trial court erred in 
excluding evidence of a separate agreement, and of an accord and 
satisfaction, between plaintiff and defendants.” 

With this contention we do not agree. The trial court permitted 
defendants to show all the facts pertaining to the execution of the checks 
sued on. We have set out the testimony as to the agreement relied upon 
by defendants to defeat the cause of action. 

In Rettinghouse v. Krey Packing Co., Mo.App., 200 S.W.2d 584, 
586(1), the law is stated: 


“The law is well settled that the payee’s mere acceptance of his 
debtor’s check will not constitute payment of the debt in the absence 
of an express agreement to that effect, and that without such agreement 
or consent, which may be shown from the circumstances and conduct of 
the parties, the debt is not discharged until the check is in fact paid in 
due course. Rhodus v. Geatley, 8347 Mo. 397, 147 S.W.2d 631; Johnson- 
Brinkman Commission Co. v. Central Bank of Kansas City, 116 Mo. 558, 
22 S.W. 818, 38 Am.St.Rep. 615; Griffin v. Priest, Mo.App., 187 S.W.2d 
eikaee 

In G. F. C. Corporation v. Nesser, Mo. Sup., 273 S.W.2d 264, it was 
contended by defendant that the delivery of checks by the defendant to 
plaintiff constituted payment of the amounts due. On page 267 of the 
opinion the court made this statement: 


“... In Hickerson v. Con Frazier Buick Co., Mo.App., 264 S.W.2d 
29, 33 [5, 6], it was said, ‘a check is not payment of a debt unless by 
express contract it is so received; . . . there arises no presumption that a 
creditor takes a check in absolute payment from the mere fact that he 
accepts it from his debtor, in fact the presumption is just the contrary; 
. .. the evidence must clearly establish that the seller agreed to accept 
the check as payment; and the burden is on the debtor to so prove by 
clear and cogent evidence. Rettinghouse v. Krey Packing Co., Mo. App., 
200 S.W.2d 584, 586; Griffin v. Priest, Mo.App., 187 S.W.2d 685; Lewis 
v. [James] McMahon & Co., 307 Mo. 552, 271 S.W. 779; .. .”” 

In the instant case the taking of the checks post dated, to become due 
on the same date as the Trade Acceptances became due, would not 
constitute payment unless by express contract they were so received. 
There arises no presumption that plaintiff took the checks in absolute 
payment of the Trade Acceptances by the mere fact that it accepted 
them from the debtors, in fact, the presumption is just to the contrary, 
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and it was incumbent upon defendants to offer evidence establishing 
an express contract between them and plaintiff to accept the checks as 
payment. The evidence must clearly establish that plaintiff agreed to 
accept such checks as payment and the burden is on defendants to prove 
such express contract by clear and cogent evidence. Defendants wholly 
failed to establish such express contract. One of the defendants testified 
that at the time of the giving of the checks, in payment of the Trade 
Acceptances, plaintiff was to return the Trade Acceptances when the 
checks were paid. Defendants admit they did not pay the checks but 
did, in fact, stop payment thereon. We find against defendants on this 
alleged error. 

Defendants’ allegation of error under (B) is that “The verdict and 
judgment are against the evidence, and against the greater weight of 
the evidence in the case.” 

There is no merit to this contention. Under the evidence the debt is 
admitted. Defendants seek to avoid liability on the ground of an express 
contract to accept checks in full payment and satisfaction of such debt. 
We have held under the first allegation of error that defendants failed 
to meet the burden of proof establishing such defense. Therefore, there 
is no merit in this contention. 

Judgment affirmed. 

STONE, P. J., and RUARK, J. concur. 





Borrowers Are Estopped From Asserting Defense of 
No Consideration 


Defendant-borrowers, in financing the installation of a 
residential heating system, executed a completion certificate 
used with F.H.A. Title I loans. The certificate indicated that 
the defendants had received all the material contracted for and 
that the installation of the heating system was satisfactory. A 
month after the date of the certificate, the defendants came to 
the bank and complained that the job was not satisfactory. 
They made the first payment to the bank a short time later, 
however, but subsequently defaulted. Judgment had already 
been entered on the note which had been assigned to the bank 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 978. 
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by the contractor and the bank therefore assigned the judg- 
ment (which was a judgment by confession) to the United 
States in accordance with F.H.A. procedure. 


The trial court permitted the defendants to open the judg- 
ment on the ground of lack of consideration, but the appellate 
court reversed this decision. It reasoned that although the 
note was non-negotiable because it contained a confession of 
judgment, the defendants were estopped from asserting the 
defense of lack of consideration because their certificate in- 
dicated that they had received all the material called for under 
the contract and that the heating system had been properly 
installed. United States National Bank in Johnstown, United 
States of America v. Drabish, Superior Court of Pennsylvania, 
144 A.2d 640. The opinion of the court is as follows: 


ERVIN, J.—These two appeals were taken from an order making 
absolute a rule to show cause why a judgment by confession entered 
against defendants on their judgment note should not be opened. 

On December 18, 1953 the defendants, John Drabish and Verdine 
Drabish, entered into and signed a written contract for the installation 
of a heating system in their home by the General Distributing Company. 
The defendants did not have the means to pay for the improvement in 
cash and therefore made a written application to the United States 
National Bank in Johnstown (hereinafter called “bank” ) to obtain credit 
under the terms of Title 1 of the National Housing Act, 12 U.S.C.A. 
§ 1702 et seq. At the same time the defendants also signed a separate 
judgment note to be used to raise money for payment of the contractor. 
The heating system was installed during the month of January 1954 and 
was completed on February 1, 1954, at which time the defendants signed 
an FHA Title 1 completion certificate, the material part of which reads 
as follows: 


“FHA Title 1 Completion Certificate 
(Work Done or Materials Delivered ) 
To: United States National Bank in Johnstown. 
216 Franklin St., Johnstown, Pa. 
“In accordance with my (our) Credit Application dated Feb. 1, 1954, 
for a loan pursuant to the provisions of Title 1 of the National Housing 
Act: 
Check Here if Loan Is to Pay for Cost of Materials and Installation. 
“I (We) hereby certify that all articles and materials have been 
furnished and installed and the work satisfactorily completed on premises 
indicated in my (our) Credit Application. 









LL TT TT ne eee : 





ee <° e e 


Ve 









: 


| 
| 








CERTIFICATE OF COMPLETION 35 
“Notice to Borrower 
“Do Not Sign this certificate until you are satisfied that the dealer has 
carried out his obligations to you and that the work or the materials 
have been satisfactorily completed or delivered. 
Date... « 
Borrower Signature John Drabish 
Borrower Signature Verdine Drabish 
(Read before signing ) 


“For the purpose of inducing the payment of proceeds of this loan and 
the insurance thereof by the FHA the undersigned certifies and warrants 
that: (1) The above work or materials constitute the entire considera- 
tion for which this loan is made. (2) A copy of the contract or sales 
agreement has been delivered to the borrower and the above financial 
institution. (3) This contract contains the whole agreement with the 
borrower. (4) The borrower has not been given or promised a cash 
payment or rebate nor has it been represented to the borrower that he 
will receive a cash bonus or commission on future sales as an inducement 
for the consummation of this transaction. (5) the work has been satis- 
factorily completed or materials delivered. (6) The above certificate 
was signed by the borrower after such completion or delivery. (7) The 
signatures hereon and on the note are genuine. (8) All bills for labor 
or materials have been or will be paid. 

“If any of the above representations prove incorrect, the undersigned 
agrees to promptly repurchase the note from the financial institution or 
from the FHA as the case may be. 


Dealer Sign Here 
General Distributing Company 
(Name of Dealer) 
By Charles Marcinko (partner). 
(Signature ) 
Date 2—1—54 


On February 1, 1954 one of the partners of the General Distributing 
Company assigned and delivered the note, together with the completion 
certificate, to the bank. It discounted the note and paid the proceeds 
thereof to the payee-assignor and on February 4, 1954 entered judgment 
on the note. On or about March 10, 1954 defendants appeared at the 
bank and complained about the work but on March 17, 1954 they sent 
the bank the first payment due on the note. The defendants subse- 
quently defaulted on the note and the bank assigned the judgment, in 
accordance with FHA procedure, to the appellant, United States of 
America, which is now the holder of record thereof. On February 13, 
1956 the defendants petitioned the court to open the judgment, averring 
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that the work for which the note was given in payment was unsatis- 
factory and that there was a failure of consideration. The bank filed an 
answer to the motion and, after hearing, the court on March 11, 1957 
made an order opening the judgment, from which order two appeals 
were taken, one by the bank and the other by the United States of 
America. 

A majority of this Court are of the opinion that the order of the 
court below must be reversed. 

The note was non-negotiable because it authorized a confession of 
judgment before maturity. Home Credit Co. v. Preston, 99 Pa.Super. 
457; Gimbel Bros., Inc., v. Hand, 101 Pa.Super. 212. Therefore, appellant 
is merely an assignee of the note and took it subject to all equities with 
which it was affected in the hands of the assignor unless the defendants 
had estopped themselves from making a defense. Under the undisputed 
facts of this case there was an estoppel. Generally speaking, “estoppel 
is a bar which precludes a person from denying or asserting anything 
to the contrary of that which has, in contemplation of law, been estab- 
lished as the truth, either by the acts of judicial or legislative officers or 
by his own deed or representations, either express or implied.” 19 Am. 
Jur., Estoppel, § 2. 


“As the matter is expressed in 19 Am.Jur., Estoppel, § 42, “The essen- 
tial elements of an equitable estoppel as related to the party estopped 
are: (1) Conduct which amounts to a false representation or conceal- 
ment of material facts, or, at least, which is calculated to convey the 
impression that the facts are otherwise than, and inconsistent with, those 
which the party subsequently attempts to assert; (2) intention, or at 
least expectation, that such conduct shall be acted upon by the other 
party; (3) knowledge, actual or constructive, of the real facts. As re- 
lated to the party claiming the estoppel, they are: (1) Lack of knowledge 
and of the means of knowledge of the truth as to the facts in question; 
(2) reliance upon the conduct of the party estopped; and (3) action 
based thereon of such a character as to change his position prejudicially.” 
44 A.L.R.2d 199. 

It is essential that the representation was intended by the party 
making it to be acted upon by the other, or made under such circum- 
stances that the other had the right to believe that it was so intended. 
It is also essential that the party change his position as a result of the 
representation made to him. Ervin v. City of Pittsburgh, 339 Pa. 241, 
250, 14 A.2d 297. All of these essentials have occurred in this case. 

In this Commonwealth the doctrine of estoppel is firmly established. 
Robertson v. Hay, 91 Pa. 242, 246; Hutchison v. Gill, 91 Pa. 253; 
Hayes’ Appeal, 195 Pa. 177, 45 A. 1007; Fort Pitt Real Estate Co. v. 
Schaefer, 96 Pa.Super. 497. 

We cannot agree with the conclusion of the court below that the 
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case of Standard Furnace Co. v. Roth, 102 Pa. Super. 341, 156 A. 600, 
is controlling under the facts of this case. The note in the present case 
was clearly given for the purpose of raising money and the note in the 
Standard Furnace case was not. Judge Gawthrop recognized this dis- 
tinction in the following language at pages 344 and 345 of 102 Pa.Super., 
at page 601 of 156 A.: “The first contention made in behalf of appellant 
is that defendants are estopped, by their certificate of no defense, from 
setting up defenses against appellant. It is urged that the case is within 
the rule laid down in Robertson v. Hay, 91 Pa. 242, and Hutchison v. 
Gill, 91 Pa. 253, and followed by us in Fort Pitt Real Estate Co. v. 
Schaefer, 96 Pa. Super. 497, that, where a party executes a bond and 
mortgage, and gives therewith a certificate of no defense, and places 
these instruments in the hands of an agent for the purpose of raising 
money, he cannot defend against a purchaser of the mortgage for value 
‘without notice. This rule has never been applied, except in cases in 
which the purpose of the obligation which the certificate of no defense 
accompanied was to raise money by the sale of it for the benefit of the 
original obligor.” Furthermore, in the Standard Furnace case the Court 
emphasized the fact that the plaintiff became the assignee of the note 
solely by assignment to it of the contract which the note accompanied 
and for the completion of which contract it therefore became liable. 
Under the facts of the present case there was no liability upon the 
bank to complete the contract. It was merely a lender to the defendants. 
If the contract was improperly performed, that was a matter solely be- 
tween the defendants and the contractor. While there is some split 
in authority in other states on the question here involved,’ we believe it 
to be highly inequitable to allow the debtor to later assert a defense 
which he declared he did not have. The court below placed greater 
emphasis upon the fact that in the second part of the completion certifi- 
cate, hereinbefore quoted, General Distributing Company, the contrac- 
tor, “for the purpose of inducing the payment of the proceeds of this 
loan” warranted that the work had been satisfactorily completed and 
then agreed that if the representation proved to be incorrect, it would 
repurchase the note from the financial institution. The fact is, however, 
that the loan was being made by the bank to the obligors and that they 
were in a position to know whether the work had been satisfactorily 
completed. They lived in the house where the furnace had been in- 
stalled. The time involved was February 1, the middle of the winter. 
The bank had every right to assume that the obligors had had the 
opportunity to test the new heating system and it had a right to rely 
upon their representation that the work had been satisfactorily done. 
It is also argued that the bank will suffer no loss because of the agree- 
ment of the contractor to repurchase the note from the bank. Before the 


1See Annotation, 44 A.L.R.2d 196. 
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bank could enforce this obligation, it probably would be necessary for 
it to institute an action at law against the contractor. This would involve 
attorneys’ fees and other costs as well as the loss of time, which would 
not be compensated for in the suit. Furthermore, it would be necessary 
for the bank to prove facts which were peculiarly within the possession 
of the obligors and, last but not least, much would depend upon the 
solvency of the contractor. It would be better to compel the obligors 
to maintain the action directly against the contractor. They too may 
be made whole if the contractor has breached its contract and remains 
solvent. 

Order reversed. 





F.H.A. Title | Insurance Constitutes Collateral 
Security Under Maryland Law 


A very interesting case involving an F. H. A. Title I loan 
has resulted in a federal district court’s ruling that neither the 
United States Government nor a federal savings and loan as- 
sociation were holders in due course of a note given by bor- 
rowers in payment for the installation of storm windows and 
doors in their home. 

The installment sales contract for the purchase of these 
items failed in many respects to comply with the Maryland 
Retail Installment Sales Act and after one payment on the 
note, which had been guaranteed under Title I by the F. H. A., 
and had been assigned by a dealer to a federal savings and 
loan association, the borrowers refused further payments and 
demanded a refund. The note was assigned to the Government 
which then brought suit against the borrowers. The issue in 
the case was whether or not the note was void under the Mary- 
land Act and this depended upon whether or not the sales 
agreement was one covered by the Act. 

The court ruled that the F. H. A. guarantee was collateral 
security as defined in the Act. This being so, the sale agree- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 627. 
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ment was covered by the Act, which meant that both the sav- 
ings and loan association and ultimately the federal Govern- 
ment as assignees, even though they might otherwise have been 
holders in due course, were subject to all the defenses that the 
borrower had against the payee-dealer. 


It should be noted that the court, in determining that the 
F. H. A. insurance was collateral security, refused to treat the 
dealings between the dealer and the borrowers, the dealer 
and the loan association, and the loan association and the 
F. H. A. as separate transactions as requested by the Maryland 
Bankers’ Association as amicus curiae. United States of Amer- 
ica v. Bland, United States District Court, D. Maryland, 159 
F.Supp. 395. The opinion of the court is as follows: 


THOMSEN, C.J.—Defendants (the Blands) have moved for judg- 
ment in their favor at the close of plaintiff's case in this action brought 
by the United States as assignee of the Blands’ promissory note. This 
note had been endorsed without recourse by Tri-Tilt Storm Window 
Company, the original payee, to Baltimore Federal Savings & Loan 
Association, and thereafter assigned by the Loan Association to the 
United States. It had been given in connection with an instalment sale 
of storm windows and doors by Tri-Tilt to the Blands, and had been 
insured under Title I of the National Housing Act, 12 U.S.C.A. § 1701 
et seq. 

The motion raises the issue whether the sale comes within the pur- 
view of the Maryland Retail Instalment Sales Act, Ann.Code of Md., 1957 
ed., Art. 83, secs. 128 to 153. It is admitted that Tri-Tilt did not comply 
with the requirements of the Maryland Act, so, if the transaction comes 
within that act the agreement of sale and the instruments signed by the 
Blands were void, the Blands had a right to cancel the agreement and 
receive a refund of any payment made, and the note is subject to all 
defenses which the Blands might have asserted against Tri-Tilt or the 
Loan Association. Sec. 128(b), sec. 128(c) (1) and sec. 147. 

Other questions are raised by the answer of the Blands, and by the 
third party complaint which they filed against Tri-Tilt and the Loan 
Association, but those questions are not before the court on this motion. 

Witnesses called by the United States Attorney testified with respect 
to the course of dealings between the several parties; counsel for the 
respective parties cross-examined these witnesses and offered in evid- 
ence numerous exhibits. The case has been fully and ably briefed, and 
the court has had the benefit of a memorandum filed on behalf of the 
Maryland Bankers Association as amicus curiae. 
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The Maryland Retail Installment Sales Act 


The Maryland Retail Installment Sales Act was enacted in 1941. It 
reflects the view that improvident and careless consumers who buy on 
the instalment plan need legal protection, since buyers ordinarily do not 
read their contracts and associated papers carefully. Stride v. Martin, 
184 Md. 446, 451, 41 A.2d 489. “Because of the misleading or am- 
biguous manner of stating the finance rate and other charges in the 
usual installment contract, few installment buyers are aware of the rate 
or charges which they are actually paying.” Research Bulletin No. 6, 
Maryland Legislative Council, September, 1940, p. 34. The act “was 
passed to protect instalment plan buyers. Its purpose was ‘not only to 
prevent actual frauds but to close avenues to fraud.’” Griffin v. Balti- 
more Federal Savings & Loan Ass'n, 204 Md. 154, 159, 102 A.2d 804, 806. 


The act provides that every instalment sald agreement, as that term 
is defined in sec. 152(b), shall contain certain provisions (sec. 129) and 
shall not contain other provisions (sec. 130), and that a copy of such 
agreement shall be delivered by the seller to the buyer (sec. 128). If 
the provisions of the act are not complied with, the agreement of sale 
and the instruments signed by the buyer are void (sec. 128(b)) and 
the buyer may cancel the agreement and receive a refund of all pay- 
ments and deposits made (sec. 128(c) (1)). 


The act recognizes the close relationship between dealers and “sales 
finance companies”, and many of its provisions are made applicable to 
such finance companies as well as to sellers. Art. 83, secs. 130—133, 146, 
157, specifically refer to finance companies as defined in sec. 152(h); 
others apply to all holders. See sec. 152(i). Sec. 147 provides: 


“Separate notes. If, as part of an installment transaction, a 
note is taken by the seller or finance company, such note shall 
refer to the installment agreement out of which it arises and, in 
the hands of any subsequent holder, such note shall be subject 
to all defenses which the buyer might have asserted against the 
seller or finance company, except that an acknowledgment of 
delivery of a copy of the agreement by the buyer pursuant to 
§ 128 shall be conclusive proof of such delivery in favor of any 
assignee of such note without actual knowledge to the contrary.” 
Sec. 152 contains the following definition, among others: 


“(b) ‘Instalment sale agreement’ means any contract for the 
retail sale of goods, negotiated or entered into in this State, under 
which (1) part or all of the price is payable in one or more pay- 
ments subsequent to the making of such contract, and (2) the 
seller has retained a security interest in the goods sold or has 


taken collateral security for the buyer’s obligation; .. . ”. 
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The Issue Defined 


All of the parties agree that the sale in the case at bar was a retail 
sale of goods, negotiated and entered into in this State. The price was 
payable in instalments after the making of the contract. The Blands 
concede that no security interest in the goods was retained by the seller. 
The issue to be decided, therefore, is whether the seller “has taken 
collateral security for the buyer’s obligation”, as the term collateral 
security is defined in sec. 152(p): 


“(p) ‘Collateral security’ means any security, other than a 
security interest in goods which are the subject of an installment 
sale agreement, which is given to secure performance of any 
obligation of the buyer or any surety or guarantor for him under 
an instalment sale agreement, renewal or extension thereof, or 
refund agreement, and shall include the undertakings of any 
surety or guarantor for the buyer and any interest in, en- 
cumbrance on, or pledge of, property or goods other than goods 
the subject of the installment sale agreement.” 


This issue has been divided into two subsidiary questions, based upon 
the principal contentions advanced by defendants. 

I. The Blands’ first contention is that the promissory note on which 
this action is brought, given by them to Tri-Tilt, with its provision for 
confession of judgment, itself amounts to such collateral security. 

II. Their second contention is that under all of the facts and circum- 
stances in this case—the dealings between the Blands and Tri-Tilt, the 
relationship between Tri-Tilt and the Loan Association, and the dealings 
between the Loan Association, and the Federal Housing Administration 
—the undertakings of the United States under the insurance features of 
Title I of the National Housing Act, together with the obligation assumed 
by the Loan Association to Tri-Tilt, amount to such collateral security. 


I. 


The United States and the third party defendants, Tri-Tilt and the 
Loan Association, word the first question as follows: “In the sale of 
chattels in the State of Maryland (i. e., storm windows, storm doors, 
heating units, and similar items) where there is no retention of title 
clause in the contract but where the contract recites a cash price and 
provides for payments in instalments of certain sums of money per 
month, and where a confessed judgment promissory note for the gross 
amount, including finance charges and interest, is executed, does such 
note constitute ‘collateral security’ within the purview of Article 83, 
section 152, sub-paragraphs (b) and (p)?” 

The word collateral and the term collateral security have been given 
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various definitions, depending upon the problem under consideration. 
But all of the definitions, including that in the act itself, Md.Code, Art. 
83, sec. 152(p), require some security in addition to the personal obliga- 
tion of the debtor. Jones on Collateral Securities, 3d Ed., sec. 1, states: 


“The term ‘collateral security’ necessarily implies the transfer to the 
creditor of an interest in, or lien on, property, or an obligation which 
furnishes a security in addition to the responsibility of the debtor; there- 
fore, the execution and delivery by the debtor of additional unsecured 
evidences of his own indebtedness does not in any legal sense constitute 
collateral security”. In re Waddell-Entz Co., 67 Conn. 324, 35 A. 257, 
258, the court said: “A debtor’s additional promises to pay cannot, from 
the very nature of the case, be treated as collateral security for his debt, 
unless such additional promises are themselves secured by a lien on 
property, or by obligations of third persons.” This passage was quoted 
with approval in Jones v. Third National Bank, 8 Cir., 13 F.2d 86, 87. 
See also Union National Bank of Johnstown, Pa. v. People’s Savings & 
Trust Co., 3 Cir., 28 F.2d 326, 327. 

The provision for confession of judgment contained in the note does 
not constitute collateral security, as that term is used in the Maryland 
act, especially in view of the fact that sec. 180(b) specifically forbids 
such a provision in any instrument taken by the seller from the buyer 
in connection with a retail instalment sale agreement, and sec. 149(b) 


provides that if such a provision is included the provision shall be abso- 
lutely void. See Griffin v. Baltimore Federal Savings & Loan Ass’n, 204 
Md. 154, 102 A.2d 804. 


Il. 


The problems raised by defendant’s second contention are more 
difficult. The Blands contend that under all of the facts and circum- 
stances in this case—the dealings between the Blands and Tri-Tilt, the 
relationship between Tri-Tilt and the Loan Association, and the dealings 
between the Loan Association and the F.H.A.—the seller has taken 
collateral security for the buyers’ obligation, within the definition of 
collateral security in sec. 152(p), which specifically includes the under- 
takings of any surety or guarantor for the buyer. 


National Housing Act—Title I and Regulations 


The National Housing Act, 12 U.S.C.A. $1701 et seq., provides a 
program by which financial institutions, the building and allied indus- 
tries, and the Federal Government combine to assist borrowers to make 
eligible improvements to their property. Pursuant to that act, the Com- 
missioner has issued regulations which are codified in 24 C.F.R. 200.1 
to 201.16. Under those regulations the financial institution, which is 
referred to as the insured, holds a contract of insurance and “will be 
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reimbursed for its losses on loans made in accordance with the regula- 
tions”. Sec. 201.11(e). 

Reports of a loan are to be made within 31 days from the date of 
the note or the date on which it is purchased by the lending institution. 
Sec. 201.10. At the time the Bland note was reported for insurance 
such transactions were insured 100%; for loans made on and subsequent 
to October 1, 1954, the amount of the claim is limited to 90%. If, when 
a claim for loss is filed, it appears that the note is not valid and enforce- 
able against the borrowers, and therefore not insurable under sec. 
201.2(a), the government’s liability is limited to a return of the premium. 
Sec. 201.13(d) (3). If the claim is improperly paid by the government, 
it may recover the amount from the lending institution under the terms 
of the assignment. Sec. 201.11 (g). 

The Commissioner must approve each lending institution. Sec. 200.2 
et seq. The contract of insurance with a lending institution may be 
terminated with respect to any future business at any time upon five 
days’ written notice from the Commissioner if it appears to the Com- 
missioner that the financial institution is not exercising proper credit 
judgment, is not taking the steps which may be considered reasonably 
necessary to safeguard its outstanding loans, or is not exercising proper 
care in selecting those from whom it purchases notes. See the statement 
of general administrative policy applicable to property improvement 
loans reported for insurance under Title I of the National Housing Act, 
entitled “Property Improvement Loans”, p. 2, issued by the F.H.A. for 
the guidance of lending institutions. 

To be eligible for insurance the transactions must meet certain speci- 
fied requirements. Secs. 201.2 to 201.8. Loans eligible for insurance 
may be made by the insured institutions to the borrowers directly or 
to the borrowers through dealers participating in the program. In 
either case the lending institution is required to investigate and approve 
the borrower’s credit, and to perform all the usual services incidental to 
the financing of instalment loans. Secs. 201.5, 200.25(q). 

The F.H.A. does not approve dealers for participation in the Title I 
program. This is the responsibility of the lending institution. The 
regulations require the insured institution to have a file on each dealer, 
containing an application signed and dated by the dealer. It is further 
required that the file contain a signed and dated approval of the dealer, 
supported by information in the file that the dealer is (1) reliable, (2) 
financially responsible, (3) qualified to perform satisfactorily the work 
to be financed, and (4) equipped to extend proper service to the customer. 
Sec. 201.8. 

Facts 


A representative of the Loan Association testified that Tri-Tilt was an 
approved dealer, but the Loan Association has lost any records it 
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ever had of such approval. Merrill Sachs testified that he was the 
proprietor of Tri-Tilt on November 6, 1953, but the Loan Association 
offered in evidence two communications indicating that Annette L. Sachs 
was the proprietor. Tri-Tilt did not measure, manufacture or install the 
goods which it sold, but after obtaining an order from a buyer sub- 
mitted that order to another concern, in this case Little Beaver Manu- 
facturing Company, which measured, manufactured and installed the 
windows and doors. 

William E. Bland has an eighth grade, his wife a sixth grade, 
education. They purchased their home on West Lexington Street in 
Baltimore City in 1951 for $6,500, giving a purchase money mortgage 
to the Loan Association for that amount. A balance of $5,600 was due 
on the mortgage in November, 1953. 

On or about November 6, 1953, a Tri-Tilt salesman persuaded the 
Blands to buy nine aluminum storm windows,- one door, two grills and 
one transom for $580. He secured the signatures of the Blands to a 
contract and to an F.H.A. Title I credit application. A representative 
of Tri-Tilt then telephoned the Loan Association and gave an outline 
of the deal and of the facts stated in the credit application to a girl, who 
entered the information on a work sheet. The actual application was 
not delivered to the Loan Association until it purchased the note and 
delivered the cash to Tri-Tilt a month or so later, but the Loan Associa- 
tion promptly obtained a credit report. This was the customary pro- 
cedure. The total instalment obligations of the Blands before the Tri- 
Tilt deal were over $100, and with the monthly obligations called for 
by the Tri-Tilt transaction exceeded $130 per month, against monthly 
earnings of $300.1. The Loan Association’s department head testified 
that good practice would limit the monthly payments to one week’s 
wages or 25% to 30% of the monthly wages at the most. Despite the 
unfavorable credit report, the Loan Association sent Tri-Tilt and the 
Blands a notice stating: “Credit Has Been Approved: (1) In Amount of: 
$580, (2) Number of Months: 36. We will purchase the note, properly 
signed and completed, in the above amount (plus discount) when 
accompanied by the necessary allied papers.” On December 1, 1953, 
the approved amount was increased to $700, and a new notice was sent. 
The Loan Association took into account the fact that the payments on 
the mortgage were being kept up promptly. The Loan Association and 


1 The credit and application, in the handwriting of the salesman but signed by the 
Blands, gave William E. Bland’s monthly salary as $300. The uncontradicted 
evidence is that he made $60 a week, less withholding; but since this is a motion 
for directed verdict, and it appears that Mrs. Bland also worked, it must be assumed 
that the wages of the Blands amounted to $300 a month. The credit report showed 
that the Blands owed Family Finance $230 and Ayres Loan $300, the two loans 
requiring monthly payments totaling over $50, and that Hecht’s Reliable Stores had 
declined credit the year before. The Blands still owed the Loan Association $5,600 
on the mortgage, which required a monthly payment of $52. 
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other lending institutions were avid for this type of business, which 
yielded a total of 15% interest and finance charges on instalment 
obligations having an average due date of 18 months, with the 
principal and certain expenses guaranteed by the United States govern- 
ment for the nominal premium of one-half of one percent. 


The Blands did not hear from Tri-Tilt for several weeks after Novem- 
ber 6, and Mrs. Bland called that company to cancel the order. The 
salesman came out to see her and succeeded in selling her a rear storm 
door and two transoms, increasing the contract price to $727. A new 
contract for this amount was signed and was dated November 6, 1958. 
It showed a Contract Price of $727, no Sales Tax, a Total of $727, no 
Deposit, and a Balance of $727, with an asterisk after the word “Balance”. 
The only indication of the meaning of the asterisk was buried in the 
second paragraph of the contract, which reads: “The undersigned 
property owner agrees to pay for said work the sum of Total. $727.00 
(*exclusive of Finance charges) payable as follows: $—— with order 
and balance upon completion of said work in 36 equal monthly install- 
ments of about $23.22. First payment to be made about 60 days after 
completion. All work to be done in a workmanlike manner and to the 
complete satisfaction of customer.” An examination of the contract 
convinces me that a buyer of ordinary intelligence would not under- 
stand the meaning of the asterisk after the word “Balance”. The total 
of $835.90 does not appear in the contract anywhere, although a mul- 
tiplication of the monthly instalment by the number of months ap- 
proximates that amount. The contract fails in many respects to comply 
with the requirements of secs. 128 and 129 of Art. 83 of the Maryland 
Code. 

Most of the items called for by the contract were installed on 
December 17, 1953, although the Blands claim that the work was not 
completed until sometime in January, 1954, and the evidence is un- 
contradicted that one grill has never been installed. On December 17 
Mrs. Bland signed a Little-Beaver invoice stating that the storm win- 
dows, screens and glass inserts had been received without any defects 
and had been installed to her satisfaction. On the same day she signed 
a F.H.A. Title I completion certificate. On December 18, 1953, the 
Loan Association issued its check to Tri-Tilt in the amount of $727 
in exchange for the promissory note, the credit application, the com- 
pletion certificate and copies of the sales contract. The note was 
endorsed without recourse to the order of the Loan Association by “Tri- 
Tilt Storm Window Co. by Marie Ann Genova, Secretary”, pursuant to 
the purported authority given to her by Annette L. Sachs.? 


The Loan Association forwarded a coupon book to the Blands, in- 


* This endorsement raises the question whether the government is a holder of the 
note at all, let alone a holder in due course. 
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forming them that the total amount due was $835.90, the first payment 
being due on February 18, 1954. Shortly thereafter the Blands wrote 
a series of letters to the Loan Association and Tri-Tilt stating that the 
total amount was greater than they had understood it would be, and 
requesting a breakdown of costs. After making one payment of $23.22 
on March 8, 1954, the Blands sought legal advice, and on April 14, 1954, 
made written demand on the Loan Association and on Tri-Tilt for a 
refund. After the Loan Association had replied to the earlier letters, 
the attorney for the Blands wrote a follow-up letter to both the Loan 
Association and Tri-Tilt advising them to remove the storm windows 
and doors. 

The Loan Association made claim against the government for the 
balance due; the claim was allowed, and the note was assigned to the 
government “without warranty, except that the note qualified for insur- 
ance”. The government concedes that it had knowledge of the con- 
troversy at the time it purchased the note. 

The evidence shows that Tri-Tilt would not have filled the Blands’ 
order unless it had been assured that the Loan Association would pur- 
chase the note endorsed without recourse; and that the Loan Associa- 
tion would not have agreed to purchase the note if it had not known 
that it could be guaranteed against loss by the United States, as a 
result of the F.H.A. credit application taken by Tri-Tilt from the Blands. 
Counsel for the Loan Association concede that it intended to insure the 
Blands’ note from the first. 


Discussion 


The government and the third party defendants word the second 
question as follows: “Where, in addition to the facts set out in I above, 
a financing institution (a) accepts an application for credit under the 
terms of the National Housing Act (Federal Housing Administration, 
Home Improvement Loans), intending to insure the transaction, if it 
is consummated, and (b) subsequently purchases the confessed judg- 
ment note executed by the customer to the dealer, endorsed without 
recourse to the financing institution, and accompanied by a completion 
certificate and a copy of the contract or a description of the work in 
accordance with the regulations of the Federal Housing Administration, 
and (c) with reasonable promptness thereafter insures the transaction 
under the terms of the National Housing Act, with the Federal Housing 
Administration—do the application, the insurance, and the other features 
of the transaction constitute ‘collateral security’ within the purview of 
Article 83, section 152”? 

Counsel for the Blands properly object that this statement of the 
question omits any reference to the close relationship between the Loan 
Association and Tri-Tilt and to the dealings between Tri-Tilt and the 
Blands. The question should be restated as follows: 
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Under the facts of this case, does (a) the guarantee of the Blands’ 
note made by the government to the Loan Association as a result of the 
F.H.A. credit application taken by Tri-Tilt from the Blands, or (b) the 
agreement by the Loan Association to purchase that note from Tri-Tilt, 
endorsed without recourse, made in reliance on its ability to obtain that 
guarantee, or (c) the guarantee and the agreement taken together, 
amount to collateral security taken by the seller within the meaning of 
sec. 152(b) and (p) of the Maryland statute? 

Counsel for the government, for the third party defendants, and for 
the Maryland Bankers’ Association seek to have the dealings between 
Tri-Tilt and the Blands, between the Loan Association and Tri-Tilt, and 
between the Loan Association and the F.H.A., treated as separate trans- 
actions. But neither the Maryland Retail Installment Sales Act, nor 
the F.H.A., nor the Loan Association itself, treated them so. 

As we have seen, the Maryland statute recognizes the close relation- 
ship between sales finance companies and instalment sellers and contains 
many provisions binding on such finance companies.’ Secs. 130—133, 
146, 157. 

The statement of general administrative policy entitled “Property 
Improvement Loans”, issued by the F.H.A. for the guidance of lending 
institutions, under the heading “Dealer Relationship”, states: “Dealer- 
originated business represents the major portion of Title I improvement 
loans reported for insurance. The role of the dealer is one of prime 
importance as he or his salesmen, in effect, represent the lending institu- 
tion in negotiations with the property owners. Therefore, the lender 
must select carefully the dealers from whom it purchases Title I notes 
and a direct and constant control should be maintained over the business 
transacted.” 

The Loan Association worked closely with the dealers, in an effort to 
get as much business as possible from them. The present transaction, 
which is admitted to be typical, shows that little or no control was 
maintained by the Association over the business transacted, to see that 
it came within the F.H.A. policy.‘ The Loan Association supplied the 


8 This relationship was reemphasized in a report to the General Assembly by the 
Deputy Administrator of Loan Laws, entitled “Abuses under the Retail Instalment 
Sales Act,” as requested by Resolution No. 32 dated February 21, 1951, which in- 
cluded the following statement: “2. Solicitors, Procurers, and Installment Sellers 
who Misrepresent the Sale of their Merchandise and are working in Cooperation with 
Various Lending Agencies. The above-mentioned people are a menace to the 
merchandising field because the great majority of them actually do not have an 
investment in a business, but are operating on a shoe-string or who are, perhaps, 
peddlers selling from door to door. However, in most cases, these people are able 
to make a better living than the average small, conscientious merchant who has an 
investment in his business and a reputation to uphold.” 

‘The F.H.A. statement quoted above continued: “There are some dealers, or 
salesmen employed by them, who through a variation of circumstances conduct their 
business by fraudulent or irregular methods. These irregularities may include such 
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dealer with credit application forms, on which the name of the Loan 
Association was printed in as addressee, and with a book of promissory 
notes. The Tri-Tilt salesmen had the Blands sign one of these applica- 
tions at the time he took their order, and the information contained 
thereon was promptly telephoned to the Loan Association. The credit 
application, signed by the Blands, was necessary to qualify the trans- 
action for F.H.A. insurance, i. e. to procure for the Loan Association 
the government's guarantee of the buyer’s obligation. The application 
states on its face: “This application is submitted to obtain credit under 
the terms of Title I of the National Housing Act”. 

The close relationship between the Loan Association and Tri-Tilt 
is shown by the following quotation from the brief filed in this case by 
counsel for the Loan Association: “In the instant case, no collateral 
security was taken at the time of making this type loan. Had the lend- 
ing institution required collateral security, the borrower (Bland) would 
have undoubtedly executed any other paper which would have been 
presented to them; but the lending institution, cognizant of the Retail 
Installment Sales Act of the State of Maryland which sets out that 
collateral security would bring the transaction within the purview of 
the Retail Installment Sales Act, has deemed it prudent to abstain 
: from taking any collateral security.” 

As we have seen, the term collateral security has been given various 
definitions, depending upon the problem under consideration. It always 
implies some security in addition to the personal obligation of the 
debtor, but that security may be the obligation of a third person.® 

The definition in the Maryland statute is very broad. Sec. 152(p) 
provides that the term collateral security shall include “any security, 
other than a security interest in goods which are the subject of an 
installment sale agreement, which is given to secure performance of 
any obligation of the buyer or any surety or guarantor for him under 
an installment sale agreement, renewal or extension thereof, or refund 
agreement, and shall include the undertakings of any surety or guaran- 
tor for the buyer. . .”. 

The obligations assumed by the United States under Title I of the 
National Housing Act and the Regulations adopted pursuant thereto 
amount to a guarantee of the buyers’ note. The fact that it is called 


abuses as . . . inflating the sale price, and not disclosing to the borrower that 
in addition to the cost of the improvements, his note will be for an amount that 
includes the allowable financing charges. There is no place in the Title I program 
for such dealers or their employees. The closer the supervision and control main- 
tained by the lender over the dealer the less likelihood there is of misrepresentation, 
misapplication of funds, overselling or other abuses. . 

5 Jones on Collateral Securities, 3d ed., sec. 1; In re » Waddell-Entz Co., 67 Conn. 
$24, 35 A. 257; Jones v. Third National Bank, 8 Cir., 13 F.2d 86, 87; Union 
National Bank of Johnstown, Pa. v. People’s Savings & Trust Co., 8 Cir., 28 F.2d 
326, 327. 
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TITLE I LOAN 49 
insurance rather than a guarantee does not change the essential charac- 
ter of the obligation. Nor does the fact that the premium of one-half 
of one percent was paid by the Loan Association alter the essential 
nature of the transaction. It is immaterial whether the premium on a 
surety bond is paid by the obligor or the obligee; a surety bond is 
still a surety bond, and a guarantee is still a guarantee. Counsel for 
the Maryland Bankers’ Association concede in their brief: “In a sense 
certainly the contract of insurance between the Federal Housing Ad- 
ministration and the bank is a suretyship—a secondary undertaking by 
the Administration that the vendee’s debt shall be paid and that, if it 
is not, the Administration will save the bank harmless.” They contend, 
however, “that this is not the sort of transaction that the Legislature 
intended to include within the meaning of ‘surety or guarantor’ in 
Paragraph (p)”, and argue: “The Act is designed to protect the buyer 
at the moment that he enters into the contract; it seeks to forestall him 
and those with him from falling victim either to his own ignorance 
or improvidence or to the impositions of the unscrupulous or the over 
eager. We believe, then, that ‘surety . . . for the buyer’ means a surety 
offered by the buyer at the time of contracting who will undertake then 
to see that the debt is paid if the buyer defaults.” 

The buyers, the Blands, did offer such a surety or guarantor, by 
signing the F.H.A. Title I credit application at the time they signed the 
order for the goods. True, they were not required to seek out some 
friend or relative who would guarantee their note; the government has 
agreed to serve as a universal uncle for that purpose. But the govern- 
ment serves only when it is requested to do so by the borrowers or 
buyers. The signing of the F.H.A. Title I credit application was such 
a request. 

The undertaking of the government was collateral to the obligation 
of the Blands, and was security for that obligation. 

This additional collateral security was “taken” by the seller, within 
the meaning of sec. 152(b). The fact that the guarantee ran to the Loan 
Association and not to the seller is immaterial if the transaction is viewed 
as a whole, and proper consideration is given to the close relationship 
between the Loan Association and the dealer, which is recognized both 
by the Maryland statute and by the Federal act and regulations, and 
to the obligation assumed by the Loan Association to purchase the note 
from the dealer. 

One final point must be considered. The government argues that 
since only valid obligations can properly be insured under Title I of 
the National Housing Act, if the guarantee amounts to collateral security 
and renders the note invalid, the note would not be insurable, and the 
insurance “could not be considered security in any sense of the word.” 
This seeming paradox loses its force when it is remembered that the 
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insurance or guaranty does not render such a note invalid, although 
it may bring the sale within the scope of the Maryland Retail Installment 
Sales Act. It is the failure of the seller to comply with the terms of 
that act which gives the buyers the right to cancel the sales agreement, 
and to terminate their liability on the note. Sec. 128. 

The government, as well as the Loan Association, is subject to all 
defenses which could have been raised against the seller, even though 
the Loan Association would otherwise have been a holder in due course. 
Sec. 147. And under the facts of this case the Loan Association was 
not a holder in due course of the note. See Griffin v. Baltimore Federal 
Savings & Loan Ass’n, 204 Md. 154, 160, 102 A.2d 804; Cf. United States 
v. Hansett, 2 Cir., 120 F.2d 121, 122. The government, as its assignee, 
has no greater rights against the Blands than the Loan Association had. 
The government need not have paid the claim of the Loan Association. 
The assignment of the note to the government was made “without 
warranty, except that the note qualified for insurance”, so the govern- 
ment may still have a right of action against the Loan Association. But 
it has no right to recover from the Blands. 

This conclusion is not at variance with the purpose of the National 
Housing Act. That purpose can best be accomplished if sellers and 
lending institutions comply not only with the provisions of the national 
act and the regulations adopted pursuant thereto, but also with the 
applicable provisions of state statutes which have been passed to protect 
small home owners. 

The clerk is instructed to enter a judgment for defendants, without 


costs. 





HOLDER IN DUE COURSE MAY COLLECT 
FACE AMOUNT OF NOTE 
National Equity Discount & Loan Co. v. Jackson, Court of Appeals of Ohio 
151 N.E.2d 914 
A holder in due course of a promissory note purchased 
before maturity at a discount of approximately 50% from the 
face value, against whom no defenses are available, is entitled 
to collect the full amount due on the note. For similar de- 
cisions see B.L.]. Digest (Fifth Edition) § 648. 
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Requirement That Claimant Furnish Court Order 
or Bond to Protect Bank Upheld in 
Garnishment Case 


In Oregon, as in a number of states, a statute stipulates that 
notice to a bank of an adverse claim to a deposit shall be of 
no effect to cause the bank to recognize the claim unless the 
claimant either procures a restraining order, an injunction or 
other appropriate process against the bank or provides the 
bank with an indemnity bond. (ORS 708.525). A bank in 
Oregon has recently used this statute as the basis for its de- 
fense in a case where an adverse claimant, attempting to gar- 
nish funds held by the bank, took the position that the bank 
was wrong in paying out the account after the claimant had 
served a writ of garnishment on it. 


The bank pointed out, and the appellate court agreed, that 
the claimant had not procured a restraining order or injunction 
or other appropriate process nor had it posted a bond to in- 
demnify the bank and therefore the notice to the bank in the 
form of the writ garnishment was of no effect. Consequently 
the bank was justified in paying out the account on the basis 
of what it then believed was a proper withdrawal order. Phil 
Grossmayer Co. v. Campbell, First National Bank of Portland 
(garnishee-appellant ), Supreme Court of Oregon, 328 P.2d 320. 
The opinion of the court is as follows: 


ROSSMAN, J.—This is an appeal by the garnishee, The First National 
Bank of Portland, from a judgment which the circuit court entered 
against it in the sum of $581.15 in an action wherein Phil Grossmayer 
Co., a corporation, was plaintiff, and an individual by the name of 
C. A. Campbell was defendant. The judgment was based upon findings 
of fact and conclusions of law. 

The action of Phil Grossmayer Co. against the defendant Campbell, 
instituted March 6, 1952, terminated with the award of judgment in 
favor of the plaintiff and against the defendant in the sum of $2,882.58, 
together with costs and interest. The award of the judgment was pur- 
suant to stipulation of the parties. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 399. 
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When the writ of attachment was served upon the garnishee bank, 
the latter had no account in the name of C. A. Campbell but held $581.15 
in a commercial account under the name of Campbell & Hall, Inc. A 
corporation thus entitled was formed in 1931 or 1982 and conducted an 
insurance business until 1951. C. A. Campbell, the defendant in Phil 
Grossmayer Co. v. Campbell, was for many years active in the affairs of 
that corporation and at one time owned virtually all of its shares of stock. 
January 7, 1952, after the corporation had failed to comply with the 
requirements of § 77—243, O.C.L.A., the Governor issued a proclamation 
which dissolved it. In the latter part of 1951 Campbell opened with 
the garnishee bank the aforementioned account; that is, the one entitled 
Campbell & Hall, Inc. The corporation just named was not a party to 
the plaintiff's action against Campbell nor in the proceeding against the 
garnishee. The plaintiff claims, and the circuit court found, that the 
account belonged to defendant Campbell. 

The garnishee-appellant (the bank) presents seven assignments of 
error. The second charges that the trial judge erred when he entered 
as a conclusion of law the following: 


“The defendant’s funds in the bank account in the name of 
‘Campbell & Hall, Inc.’ are subject to garnishment by plaintiff 
in an action against the defendant.” 

The third assigns as error a finding of fact which reads: 

“All funds on deposit in said account were, in their entirety, 
the sole and absolute property of defendant and no other person 
or corporation.” 


The seventh challenges the following conclusion of law: 


“Plaintiff is entitled to recover from the garnishee the sum of 
$581.15, with interest thereon . . .”. 


Those assignments of error will suffice to indicate the issues. 
The appellant’s brief argues that the circuit court made two basic 
errors, and abridges its statement of them into the following: 


“First, the corporation, in whose name the account stood, 
was not a party to the proceeding at the time the plaintiff under- 
took to attach the account, nor has it since been made a party. 
Second, the Bank had no notice, until April, 1953, more than one 
year after the plaintiff undertook to attach the account, that the 
account in its entirety belonged to the defendant, if that is a fact.” 


We explain that in April, 1953, more than a year after the bank made its 
amended return to the writ of attachment, the plaintiff served upon its 
allegations and interrogatories. 














SR Ps PCT 


f 
é 








BANK AS GARNISHEE 53 


In submitting the contentions just quoted, the bank depends in part 
upon § 40—1005, O.C.L.A. [now, after slight revision, ORS 708.525] 
which reads in part as follows: 


“Notice to any bank or trust company doing business in this 
state of an adverse claim to a deposit standing on its books to 
the credit of any person shall not be effectual to cause said 
bank to recognize said adverse claimant unless said adverse 
claimant shall also either procure a restraining order, injunction 
or other appropriate process against said bank from a court of 
competent jurisdiction in a cause therein instituted by him 
wherein the person to whose credit the deposit stands is made a 
party and served with summons, or shall execute to said bank or 
trust company, in form and with sureties acceptable to it, a bond 
indemnifying said bank or trust company from any and all 
liability, loss, damage, costs and expenses for and on account of 
the payment of such adverse claim or the dishonor of the check 
or other order of the person to whose credit the deposit stands . . .”. 


No restraining order of the kind mentioned in § 40—1005 was served 
upon the bank and no bond was posted. 

The notice of garnishment was served upon the garnishee (the bank) 
March 6, 1952; it stated: 


“You are hereby notified, that by virtue of a writ of attachment 
issued out of said court in the above entitled action, to me 
directed (a certified copy of which is herewith served upon 
you), all debts, property, monies, rights, dues or credits of every 
nature, in your hands or under your control, and especially a 
certain all sums of monies or safety deposit boxes maintained 
by the defendant in his name or in the name of Campbell and 
Hall, Inc., belonging or owing to said C. A. Campbell or... 
or either of them, are hereby attached and garnisheed, . . .”. 


It will be observed that the notice of garnishment spoke of Campbell 
& Hall, Inc., which was organized in 1931 or 1932. According to the 
defendant, the incorporators were “Rule and Son and myself and Charles 
Hall.” The defendant became one of its stockholders and officers. In 
1934 the defendant borrowed money from A. B. McManiff, his father-in- 
law, and with it purchased the shares of stock which Rule and Son held. 
About that time the defendant owned all of the corporate stock except 
one share. In order to secure payment of his indebtedness to Mr. 
McManiff, the defendant pledged his shares of stock to him. In 1951 
Campbell & Hall, Inc., sold all of its assets to one L. B. McNab. The 
sale included the corporation’s records, books, fixtures and good will. 





54 ‘THE BANKING LAW JOURNAL 


Following the sale, the corporation possessed nothing. The defendant 
testified: 


“The Court: Did the corporation have any income after the 
sale of the insurance business? 


“The Witness: None that I know of.” 


Concurrently with the sale of all of its assets to McNab, Campbell 
& Hall, Inc., agreed to quit the insurance business for the next five 
years. The money it received from McNab was wholly consumed in 
the discharge of its indebtedness. Accordingly, following the sale, it 
possessed nothing, engaged in no business and had no income. We 
have mentioned the proclamation which the Governor issued January 
7, 1952, whereby the corporation was dissolved and its article of incor- 
poration revoked. However, § 77—246, O.C.L.A., recognizes that cor- 
porations which are the subject of such proclamations retain sufficient 
of the vital spark for five years to permit a wind-up of their affairs. 

Mr. McManiff died in 1936 and at that time the defendant's indebted- 
ness to him remained unpaid. The defendant's wife inherited from 
her father the stock which the defendant had pledged to him and still 
held it at the time of the trial. Presumably it was worthless. 

March 11, 1952, the bank, as garnishee, made a return which stated: 


“... this Garnishee does certify that it has in its possession 
or under its control, subject to the conditions, qualifications, 
restrictions or priorities hereinafter mentioned, the following: 

“The sum of $581.15 is being held at our Main Office in a 
checking account in the name of Campbell & Hall, Inc.” 


Following the making of that return, David Pickett, an attorney who 
was a friend of the defendant, telephoned to Roger Otto, the officer of 
the bank who had made the return, and told him 


“that money was in the name of the corporation, but the cor- 
poration was not a party to the action . . . that they had made a 
return that Campbell held this money there when as a matter of 
fact it was the corporation’s.” 


After Pickett gave Otto that information he called at the bank and 
there spoke to Dave Cooper, an assistant cashier. He told Cooper, 
according to his further testimony: 


“, . . the money was in their name and Campbell himself at 
that time had no particular interest in the money and thought it 
should go to other people.” 
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March 13, 1952, following Pickett’s telephone call and visit to the bank, 
the latter made an amended return to the garnishment which read as 
follows: 


“, .. For answer and return thereto, this Garnishee does certify 
that it has in its possession or under its control, subject to the 
conditions, qualifications, restrictions or priorities hereinafter men- 
tioned, the following: 


“Nil 


“This return supercedes the one filed on March 11, 1952.” 

At the conclusion of his visit to the bank, Mr. Pickett presented 
to it a check for the entire sum of money on deposit in the name of 
Campbell & Hall, Inc., that is, $581.15. The check was honored. Pickett 
swore that after he had received the money he disbursed it to defendant 
Campbell’s creditors in accordance with the latter's directions. 

In the manner just indicated the bank account was exhausted. Its 
proceeds, it will be noticed, went to satisfy the defendant's creditors. 

Following the sale of the assets of Campbell & Hall, Inc., the 
defendant engaged in the sale of insurance, and incurred the indebted- 
ness to the plaintiff which underlies the attachment proceeding. In 
the meantime, he found it desirable to have a bank account and spoke 
to the aforementioned Dave Cooper, who had charge of new accounts 
for the garnishee bank. The defendant inquired if he would be permitted 
to open an account in the name of C. A. Campbell, Agent. According 
to him, Cooper replied that his bank “didn’t approve of that kind of an 
account.” The defendant then suggested that he would like to open the 
account in the name of Campbell & Hall, Inc. Presently he presented to 
Cooper a paper which purported to be a resolution of the board of 
directors of Campbell & Hall, Inc., authorizing the account and which, 
after describing the defendant as president of the corporation, desig- 
nated him as the officer who would sign the checks. Cooper approved 
the request and the account was opened April 14, 1951. Actually, no 
meeting of the board of directors had occurred and the purported 
resolution was a fabrication. 

There is nothing in the record which intimates that Cooper knew 
that Campbell & Hall, Inc., had been dissolved. The allegations and 
interrogatories do not claim that the bank was a party to any fraud 
or had knowledge of the evil purposes which prompted the defendant. 
Likewise, they do not charge that there was any collusion between 
the bank and the defendant. 

A belief that Otto or Cooper distrusted, or should have distrusted, 
Pickett when he told them that defendant Campbell had no interest in 
the money on deposit would find no support in the record. It will be 
recalled that when Pickett received the proceeds of the account he 
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disbursed it to the defendant's creditors, but no witness suggested that 
any officer of the bank knew that he intended to take that course with 
the money. 

The evidence renders it clear that the bank account, although in 
the name of Campbell & Hall, Inc., was actually that of the defendant. 
The following is taken from the latter's testimony: 

“Q. In other words, you used this as your personal bank 
account? A. That's right. 


“Q. And when you needed to buy groceries, pay rent, you 
would draw money from this account? A. That's right.” 


The circuit court’s findings of fact include the following: 


“That all funds on deposit in said account were, in their 
entirety. the sole and absolute property of the defendant and 
no other person or corporation. That a portion of the funds on 
deposit in said account represented premiums paid to defendant 
on certain insurance contracts. 

“That the defendant opened and maintained said account 
in said manner under the name ‘Campbell & Hall, Inc.’ as a 
subterfuge, and for the purpose of hindering, delaying and de- 
frauding his creditors. 

“That Campbell & Hall, Inc. was no longer engaged in 
business at the time of the opening of said account, and had 
completely wound up its corporate affairs at that time, and has 
not subsequently engaged in any transactions as a corporation 
for the purpose of winding up its affairs or otherwise.” 


Those findings are the equivalent of the verdict of a jury. Prudential 
Trust Co. v. Merchants’ National Bank, 66 Or. 224, 183 P. 1191. 

The findings do not state that the bank had knowledge that the 
account in the name of Campbell & Hall, Inc., belonged to the defendant 
and was not the property of Campbell & Hall, Inc. They do not declare 
that the bank was aware of the fact that Campbell & Hall. Inc., had 
been dissolved or that the defendant, in opening the account in the 
corporate name, was prompted by evil motives. 

It will be recalled that after the notice of garnishment was delivered 
to the bank and Mr. Pickett and told two of its officers that the account 
belonged to Campbell & Hall, Inc., a check bearing that name and drawn 
for the full amount of the account [$581.15] was cashed. The question, 
therefore, which the case presents is whether the bank, as garnishee, is 
liable once more for the money—this time to the plaintiff because findings 
of the circuit court declare: 
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entirety, the sole and absolute property of defendant. ... The 
defendant opened and maintained said account in said manner 
under the name ‘Campbell & Hall, Inc.’ as a subterfuge, and for 
the purpose of hindering, delaying and defrauding his creditors.” 
The plaintiff's brief expresses the issue in this manner: 

“1. Was the account in question the defendant’s own account 
under another name? and, is so, 

“2. Did appellant have reason to know that the account was 
in fact defendant's own account and therefore subject to respond- 
ent’s garnishment?” 


In making answer to those questions we must bear in mind the part 
of § 40—1005, O.C.L.A., which says: 


“Notice to any bank . . . of an adverse claim to a deposit 
standing on its books to the credit of any person shall not be 
effectual to cause said bank to recognize said adverse claimant 
unless:” 


the latter procured a restraining order prohibiting the bank from honor- 
ing the checks of the person entered upon the bank’s records as depositor, 
or posted a bond which promises indemnity to the bank if it thereafter 
declines to honor the checks of the person whose name appears in its 
files as depositor. The statute provides that if the adverse claimant 
resorts to the restraining order method, he must make “the person to 
whose credit the deposit stands” a party and serve him with summons. 
The bank must also be made a party, for the statute speaks of “a 
restraining order, injunction or other appropriate process against said 
bank.” If the adverse claimant selects the alternative to the restraining 
order, that is, “a bond indemnifying said bank or trust company from 
any and all liability,” then the form of the bond and its sureties must 
be “acceptable” to the bank. It will be noticed that if the adverse claim- 
ant resorts to the restraining order method, he must file a suit; that is, 
one on the equity side of the court which names as defendant, not only 
the alleged debtor, but also the bank and the person who, he claims, is 
the actual owner of the account. No such suit was filed in this case and 
no indemnity bond for the bank’s protection was obtained. 

The application of the statute just cited is not restricted to attach- 
ment and garnishment proceedings. It does not even mention proceed- 
ings of that kind and its reach is broader. The statute is applicable in 
all cases when “an adverse claim to a deposit” is made. Its purpose is 
to relieve the bank of the financial responsibility attendant upon decid- 
ing whether the person entered upon the bank’s books is entitled to the 
deposit money, or whether the person whom the adverse claimant says 
is the owner of the account should be recognized as such. If the adverse 
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claimant, whatever may be the nature of his purported rights, obtains 
from the court an injunction, he is required to file an undertaking and 
thereupon both the injunction and the undertaking protect the bank 
when it complies with the court’s order. It is in that suit that the 
court will determine ownership of the account. If, in lieu of securing an 
injunction, he posts an indemnity bond, the latter affords the bank 
protection when it declines to honor the checks of the individual whose 
name is entered in its records as depositor. 

The plaintiff argues that § 40—1005, supra, is inapplicable to the case 
at bar. Its brief says: 


“Appellant’s brief entirely misconceives the legal issues in- 
volved because it is predicated entirely upon the erroneous assump- 
tion that the garnished account was not defendant's but rather 
that of the corporation in whose name it stood.” 


Going on, the brief declares: 


“This section has no application or relevance whatsoever. It 
only applies in a case where two persons adversely claim a deposit 
whereas, here, ‘C. A. Campbell’, the defendant, and ‘Campbell 
& Hall, Inc.’, the name used by defendant to maintain his account, 
are one and the same.” 


But when the bank, after the writ of attachment had been served, was 
presented with a check bearing the signature of Campbell & Hall, Inc., 
for the full amount of the deposit, it did not know that Campbell & Hall, 
Inc., was a mere pseudonym for C. A. Campbell. The demands and 
assurances of Mr. Pickett persuaded the bank’s officers that Campbell & 
Hall, Inc., was an existing corporation and that C. A Campbell, whom 
the plaintiff claims was the owner of the account, had no interest in it. 
The mere fact that the defendant, C. A. Campbell, had sought to open 
the account in the name of C. A. Campbell, Agent, and that the bank 
declined to grant him that privilege does not establish that it knew 
that the defendant was the owner of the account which was later opened 
in the name of Campbell & Hall, Inc. Before that account was opened 
Campbell had presented the resolution which, he asserted, the board 
of directors of the corporation had adopted. When the bank, in the 
absence of a restraining order or of the alternative indemnity bond, 
deemed itself bound to honor a check bearing the signature of Campbell 
& Hall, Inc., it had as authority for its action in so doing: New Amsterdam 
Casualty Co. v. Robertson, 129 Or. 663, 278 P. 963, 64 A.L.R. 1896; Dahl 
& Penne, Inc., v. State Bank of Portland, 110 Or. 68, 222 P. 1090; Zollman 
on Banks and Banking, Perm.Ed., § 3153; 9 C.J.S. Banks and Banking 
§ 342, p. 684; and 1 Paton’s Digest of Legal Opinions, 4A:6, p. 177. 

The plaintiff cites Prudential Trust Co. v. Merchants’ National Bank, 
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66 Or. 224, 133 P. 1191, and Valley Bank & Trust Co. v. Parthum, 47 
Ariz. 496, 56 P.2d 1342. In garnishment proceedings in the Prudential 
Trust Company case, the circuit court found that J. J. Metzler and J. J. 
Metzler, Agent, were the same individual. The resulting judgment was 
affirmed upon appeal. In so doing, this court declared [66 Or. 224, 133 
P. 1193}: 


“... This evidence was not overcome in any manner. From 
the evidence the trial court, acting as a jury, might reasonably 
conclude that the money belonged to the defendant Metzler, and 
that the word “Agent’ affixed to his name was only a subterfuge 
on his part to keep his funds from being attached by his creditors.” 


At that time § 40—1005, O.C.L.A., had not been enacted. 

In the Valley Bank case, one by the name of Frank Healy opened a 
checking account with the bank September 12, 1933, in the name of 
Katherine Lee. Healy had a daughter, fifteen years of age, by the name 
of Katherine Lee Healy. Healy made the deposits in the account and 
his daughter signed the checks, using the name Katherine Lee in so 
doing. The decision, referring to the account and the manner in which 
it was operated said: 


“, . . This was done to prevent creditors of defendant Healy 
from enforcing their claims against him.” 


The notice of garnishment, according to the decision, 


“required the garnishee ‘to answer upon oath what, if anything, it 
is indebted to the said defendant Frank Healy on account main- 
tained by defendant in the name of Catherine Lee or Katherine 
Lee, which account was made by the defendant and is checked 
on by defendant, and was when this writ was served, and what 
effects, if any, of the said defendant or (it) has in its possession, 
and had when this writ was served,’ etc.” 


The bank answered that it possessed nothing and, following the notice, 
continued to honor checks drawn as above described. In that manner, 
the account was exhausted. The court, in affirming judgment against 
the garnishee said: 


“... There is no question but that the money in the Katherine 
Lee account was that of defendant. Katherine Lee, in whose 
name the account was kept, was a mere dummy used by her 
father to defraud and delay his creditors. It is hardly probable 
that she only fifteen years of age, consciously participated in the 
fraud, and it is certain that the bank had no knowledge of the 
defendant’s plan or scheme to defeat his creditors in the manner 
indicated.” 
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The decision, however, held that the notice of garnishment 


“identified the Katherine Lee account as belonging to defendant 
Healy and conveyed to the garnishee knowledge of this claim. 
Under such circumstances, we think it was the duty of the 
bank to treat the Katherine Lee account as in custodia legis until 
the court decided whose account it was.” 


The decision mentioned no statute similar to § 40-1005, O.C.L.A. Upon 
rehearing, 48 Ariz. 87, 59 P.2d 335, the court made the following signifi- 
cant utterances: 


“... In our statement of the case, we tried to set out in as 
little space as possible the essential or necessary facts to a correct 
decision of the questions involved, but in doing so we failed to 
state that Katherine Lee, the fourteen year old daughter of the 
defendant and in whose name the defendant carried his account 
with the garnishee bank was, under the direction of the court, 
made a party to the garnishment proceeding and that her guardian 
ad litem, Ivan Robinette, for and in her behalf, filed an answer 
putting in issue plaintiffs claim that the money on deposit in 
the garnishee bank was the money of defendant Frank Healy.” 


The court added that the answer averred that the money in the account 
belonged to the daughter. Then the court said: 


“If Katherine Lee had not been made a party, the funds in 
controversy being in her name, the court would not have had 
jurisdiction to decide that the funds were not hers. Before that 
could have been done, she was entitled to her day in court.” 


It will be observed that § 40—1005, supra, affirmatively requires that in 
instances such as the present, “the person to whose credit the deposit 
stands” must be “made a party and served with summons.” 

We believe that this case is within § 40—1005, O.C.L.A., and, since 
the plaintiff did not charge the bank with fraud, collusion or bad faith, 
and failed to comply with the demands of the statute just mentioned, the 
garnishee bank was justified in honoring the check drawn by Campbell 
& Hall, Inc. Therefore, the previously quoted assignments of error are 
sustained. The circuit court erred when it entered the challenged judg- 
ment against the garnishee bank. That judgment is reversed. 
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ACKNOWLEDGMENT VALID 


Court of Appeals Upholds Mortgage 
Acknowledgment 


The federal government has appealed a bankruptcy case 
involving the validity of a chattel mortgage on the ground that 
the mortgage was improperly acknowledged. It took the posi- 
tion that the acknowledgment did not comply with Illinois 
law, which was controlling, because it did not contain a recital 
that the corporation officers had executed the mortgage on be- 
half of the corporation. 


The court ruled against the government and in favor of the 

mortgagee bank. It pointed out that although previously the 

| Illinois statute required that the acknowledgment of a chattel 

mortgage recite that the grantor made the acknowledgment, 

this was no longer necessary. It now required only that the 
acknowledgment be substantially in the following form: 


“State of Illinois 
ss 


“This Chattel mortgage was matte before me by 
Bet dee Uh BR crccceciare MEMEE ctecasseaeansnn 


“Witness my hand and official seal 


“Official Character” 


Decatur Tool and Engineering Corporation, Bankrupt, 
United States of America v. Mt. Zion State Bank, United States 
Court of Appeals, Seventh Circuit, 253 F.2d 118. The opinion 
of the court is as follows: 


SCHNACKENBERG, C.J.—The United States appeals from an order 
of the district court, sitting in bankruptcy, holding valid under Illinois 
law, a chattel mortgage securing the note of the bankrupt payable to 
the Mt. Zion State Bank, appellee. The government's sole ground of 
attack is, in the words of its brief, “because the acknowledgment of the 
chattel mortgage by the corporate officers instead of the corporation 
itself was not in compliance with the applicable Illinois law.” 

The mortgage (which is a printed form with typed matter in blank 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 863. 
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spaces) identified the parties thereto as: “Decatur Tool & Engineering 
Corporation, By their Officers,” and said bank, and recited that party 
of the first part did grant, sell, convey and confirm unto party of the 
second part, certain described chattels. The mortgage set forth: “Said 
mortgagor .. . represent . . . that they are the sole and lawful owner... 
of said chattels;” and that “if said mortgagor . . . or assigns shall pay .. . 
note ... payable . . . to the order of said mortgagee for Six Thousand 
. . . Dollars,” etc. “signed by C. G. Fundy, President; A. H. Pfotenhauer, 
Secretary; Dorothy J. Fundy, Treasurer . . . these presents . . . shall 
cease and be null and void.” The signatures were: 


“C. G. Fundy, Pres. (Seal) 
A. H. Pfotenhauer, Secretary (Seal) 
Dorothy J. Fundy, Treas.” 


The challenged certificate of acknowledgment is as follows: 
“State of Illinois, , 
bs 
County of Macon 


I, Robert M. Rich Notary Public in and for said County, in the 


State aforesaid, do certify that C. G. Fundy, President; A. H. Pfoten- 
hauer, Secretary; Dorothy J. Fundy, Treasurer 


personally known to me to be the same persons whose name 
are subscribed to the foregoing instrument, appeared before 
(Notary) me this day in person and acknowledged that they signed, 
(Seal) sealed and delivered the said instrument as their free and 
voluntary act, for the uses and purposes therein set forth 
including the release and waiver of the right of homestead. 


Given under my hand and notarial seal, 
this 18 day of December A. D. 1955 


To be filed and not recorded. eee A Dey 8 yaa 
/s/ R. M. Rich /s/ Robert M. Rich 


Notary Public” 


The note referred to in the mortgage is signed by typewritten signa- 
ture thus: “Decatur Tool & Engineering Corporation”; followed by 
these signatures, “C. G. Fundy President (L.S.), A. H. Pfotenhauer 
Secretary (L.S.), Dorothy J. Fundy Treasurer.” 

Illinois substantive law governs the decision of this case. 

We agree with the government that the Illinois decisions require a 
strict compliance with the statutory requirements in regard to the 
execution and acknowledgment of chattel mortgages. National Cash 
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VALID 


Register Co. v. Clyde W. Riley Adv. System, 329 Ill. 403, 407—408, 160 
N.E. 545; Lyons v. People’s Bank of Lexington, 317 Ill. 44—46, 147 N.E. 
398; Kimball Co. v. Polakow, 268 II]. 344, 348, 109 N.E. 318. 

The applicable statutory provisions in effect when the mortgage 
in question was acknowledged (§§ 1, 2, ch. 95, R.S. Ill.1957) are: 


“$1. No mortgage, . . . of personal property . . . shall be 
valid as against the rights and interests of any third person, 
unless . . . the instrument is acknowledged... . 


“$2. Such instrument shall be acknowledged before any 
officer authorized by law to take acknowledgment of deeds. 


“The certificate of acknowledgment shall be in substantially 
the following form: 


“State of Illinois, 
bs 


County of .. 


“This Chattel mortgage was acknowledged before me, by 
Es aa _ eee ‘ 


“Official Character.” 


It was held in Johnson v. Ottawa Coop. Grain Co., 294 IILApp. 523, 
544, 14 N.E. 2d289, 298, that— 


“. . . Under the authorities the certificate of acknowledgment 
may be supported by referring to the instrument to which it 
relates. 1 R.C.L. 282; 1 Am.Jur. 347. In our opinion when this 
certificate of acknowledgment is read in connection with the 
recitals in the body of the instrument and with the attestation 
clause and the signatures of those who signed the instrument, it 
must be held that this instrument was duly acknowledged by the 
mortgagor and the certificate of acknowledgment held to be a 


”» 


sufficient certificate thereof. .. .”. 


The chattel mortgage now before the court on its face recites that 
it is between “Decatur Tool & Engineering Corporation, by their Officers” 
etc. This recital must be considered with the recitals in the certificate 
of acknowledgment where it is certified that C. G. Fundy, President, 
A. H. Pfotenhauer, Secretary, and Dorothy J. Fundy, Treasurer, ac- 
knowledged that they signed, sealed and delivered the said instrument 
as their free and voluntary act, for the uses and purposes therein set 
forth. There is no question but what they were the officers of the cor- 
poration and the testimony of Robert M. Rich, cashier of the bank 
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and the notary public who executed the certificate of acknowledgment, 
shows that he, acting for the bank, made the loan to the named corpora- 
tion. It further shows that Pfotenhauer asked for the loan in the name 
of the corporation and not in his own name and that it was Rich’s 
understanding that Pfotenhauer was acting on behalf of the corporation 
and that at the time of the execution and acknowledgment of the chattel 
mortgage and the note secured thereby, the officers were acting in behalf 
of the corporation. 

The government relies heavily on First Nat. Bank of Chicago v. 
Baker, 62 Ill.App. 154, where a certificate of acknowledgment of a chattel 
mortgage was under attack. It was executed to further secure a debt of 
Corey Car & Manufacturing Company to the bank. A receiver having 
sold the assets of the Corey Company, the trial court held the bank's 
mortgage invalid. The certificate of acknowledgment thereon read: 


“State of Illinois, 
ss 
“County of Cook, } 


“I, Jarvis Blume, a justice of the peace in the town of West 
Chicago, in and for said county, do hereby certify that this 
mortgage was duly acknowledged before me by the above named 
James B. Rielly, Sect’y, and Francis W. Corey, Pres’t, the mort- 
gagors therein named, and entered by me this 6th day of February, 
A.D. 1894. 


“Witness my hand and seal. 
“Jarvis Blume, (Seal) 
“Justice of the Peace” etc. 


The Illinois court there pointed out that the statutory language at 
that time was: “The certificate of acknowledgment may be in the 
following form: This (name of instrument) was acknowledged before 
me by (name of grantor), etc. Rev.Stat. of Illinois, Ch. 95, Sec. 2.” (Italics 
supplied by us.) The court reasoned as follows: 


“It is the grantor only who can acknowledge a chattel mort- 
gage, and the certificate must set forth that the grantor did 
acknowledge. The certificate in the present case is not that the 
grantor acknowledged but that the mortgage was acknowledged 
‘by the above named James B. Rielly, Secretary, and Francis W. 
Corey, President, the mortgagors therein named. 


“Neither James Rielly, Sec’ty, or Francis W. Corey, Pres'’t, 
were ‘above named, nor were they ‘the mortgagors therein 
named.” 
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“The question here presented is, whether this certificate of 
acknowledgment of a chattel mortgage which does not purport 
to be an acknowledgment by the grantor, is to be held to be by 
the grantor.” (Italics supplied.) 


Conceding for the purpose of this opinion that the Baker case is an 
authoritative statement of Illinois law,’ it is no support for the govern- 
ment’s position in the case at bar. The statutory language in effect when 
the Baker case mortgage was executed required the certificate of 
acknowledgment to state therein the name of the grantor and the failure 
to comply with that requirement was the express ground of decision 
in the Baker case. 

By way of contrast, the pertinent statute in this case does not re- 
quire that a certificate of acknowledgment of a chattel mortgage shall 
set forth that the grantor did acknowledge. It requires that the certifi- 
cate of acknowledgment shall be in substantially the form above quoted, 
supra, 253 F.2d 119. While there must be strict compliance with the 
requirement of the statute, that does not prevent the court from ascertain- 
ing from the mortgage itself the identity of the mortgagor. Where it 
further appears from the mortgage that it was entered into by the 
mortgagor, “by their officers”, whose signatures are a part of the mort- 
gage, and, from the certificate of acknowledgment, that the named 
officers of that corporation acknowledged that they executed the mort- 
gage for the uses and purposes therein set forth, the statute is complied 


1 At the time the Illinois Appellate Court decided First Nat. Bank of Chicago v. 
Baker, 62 Ill.App. 154, § 41, ch. 37, R.S. Ill, provided: 

“All opinions or decisions of said court upon the final hearing of any cause, shall 
be reduced to writing by the court, briefly giving therein the reasons for such opinion 
or decision, and be filed in the case in which rendered: Provided, That such opinion 
shall not be of binding authority in any cause or proceeding, other than in that in 
which they may be filed.” 

In Turner v. Alton Banking & Trust Co., 8 Cir., 181 F.2d 899, 903, it was said: 


“It is true that the Hoyt [Hoyt v. Morris, 216 Ill.App. 321] and Vandersall 
[Vandersall v. Goldsmith, 231 IllApp. 165] cases are not binding upon the federal 
courts since they were decided by —- Courts of Illinois which are inferior 
tribunals, and a statute of Illinois in effect at the time they were decided provided 
that the opinions of such courts ‘shall not be of binding authority in any cause or 
proceeding, other than that in which they may be filed.” . . . Nevertheless they are 
persuasive; ... Ordinarily where the applicable rule of decision is the state law, 
the duty of the federal court is to ascertain and apply that law even though it has 
not been expounded by the highest court of the state. Fidelity Union Trust Co. v. 
Field, $11 U.S. 169, 177, 61 S.Ct. 176, 85 L.Ed. 109. We are of the opinion 
that the construction of the statute by the Appellate Court of Illinois is the correct 
construction, and that it should be followed by the federal courts until the Supreme 
Court or some other Illinois court of general jurisdiction holds otherwise.” 

The holding of the Illinois Appellate Court in the Baker case was not affirmed 
by the Illinois Supreme Court, although its ly was affirmed on other grounds. 
161 Til. 281, 43 N.E. 1074. However, we do in this opinion, consider the reasoning 
of the Appellate Court decision. 
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with. This is especially true where the testimony of the bank’s officer, 
who was also the notary public, confirms the facts recited in the mortgage 
and the acknowledgment. 

We hold that the district court was correct in sustaining the chattel 
mortgage and, therefore, its order is affirmed. 

Affirmed. 


TAX LIENS ON BANK ACCOUNTS 


In the March and May 1958 issues of the Tax Law Review there 
appears a valuable article entitled “Federal Tax Collection and 
Lien Problems” by William T. Plumb, Jr. 

The article contains material of interest to bankers and their 
counsel, particularly with reference to their duties in the case of 
levies on bank accounts, their right of set-off, their priorities in 
the case of mortgages and commercial financing, and problems of 
mortgage foreclosure where there are federal liens on the property. 

This article has the highest recommendation of the editors of 
The Banking Law Journal. 

Reprints of the article are available at $2.00 each directly from 
the author at 5214 Kenwood Avenue, Chevy Chase, Maryland. 
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CHECKS AND NOTES 
FOR BANK TAX MEN 


By ALLAN J. PARKER of the New York Bar 


Monthly Report of New Developments and Comments 
affecting the Income Taxation of Banks 





Fraudulent Refund Checks 


A taxpayer hit upon a scheme of tax evasion whereby he 
filed tax returns for fictitious persons complete with W-2 Forms 
showing over-withholding and obtained refund checks from 
the United States. He negotiated these checks through his bank, 
which stamped on the back of the check “prior endorsements 
guaranteed”, and cleared them for collection from the United 
States. Eventually, the fraudulent scheme was discovered. 
The United States sued the bank on the guarantee of the 
endorsement. Held: the bank was not liable. This was a 
clear “imposter” case, where the bank had paid the individual 
named on the checks believing him to be such individual. There 
was no technical forgery, and under such circumstances, despite 
the ende »ment guarantee the bank was protected. United 
States v. Bank of America, 58-2 U.S.T.C. Par. 9608 (S.D. 
Calif. 1958). 


Income Derived from Corporate Operations 
Within United States Possessions 


For the purpose of encouraging American businessmen in 
United States possessions and to promote American trade in 
United States possessions, 1.R.C. Section 981(a) provides 
special tax relief, in the form of exemption from taxes on in- 
come derived from sources without the United States, to citizens 
or domestic corporations actively engaged in a business in a 
United States possession. To qualify, 80% or more of the 
gross income of such citizen or domestic corporation for the 
three year period (or such part thereof as may be applicable) 
immediately preceding the close of the taxable year must be 
derived from sources within a possession of the United States. 
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However, under I.R.C. Section 981(b) there is included in 
gross income all amounts received by such citizens or corpora- 
tions within the United States, whether derived from sources 
within or without the United States. 

In Revenue Ruling 58-486, 1958-40 I.R.B. 47 the Internal 
Revenue Service discusses the relationship of a domestic bank 
having branches in a possession of the United States to this 
form of tax incentive. 

1. Monies received without the United States by such a 
domestic corporation and subsequently deposited with a bank 
located in the United States do not constitute amounts re- 
ceived within the United States and therefore do not count 
toward the 20% limitation on income which may be derived 
from sources within the United States. 

2. Monies collected in the United States by the United 
States bank as agent for the corporation constitute amounts 
received within the United States, even though the collections 
arise out of business transacted in the possession. 

3. Monies received by the bank as agent for the United 
States customers (rather than as agent for the corporation 
located in the possession) constitute amounts received within 
the possession and not the United States, where the bank 
instructs its branch in the possession to credit the proceeds 
to the account of the corporation in that branch or instructs 
its branch in a possession to credit the proceeds to the accounts 
of the customers in that branch, and then transfer these 
amounts to the account of the corporation in that branch. 


Tax Benefit Rule Applied to Mutual Savings Banks 


A mutual savings bank’s deposits were insured under the 
Federal Deposit Insurance Act (12 U.S.C.A., Section 1811, 
et seq.). Under that Act, an insured bank pays each year to 
the Federal Deposit Insurance Corporation an assessment at 
the rate of 1/12 of 1 percent of its deposit liability. The Fed- 
eral Deposit Insurance Corporation is required to credit back 
to the banks a portion of its net assessment income after the 
payment of operating costs and losses. In 1952 the Corporation 
credited to the taxpayer bank an amount based on the assess- 
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in | ment which it paid in 1951, an exempt year, as mutual savings 

» | banks were exempt from federal income taxes until 1952. 

oe (| The bank claimed that the credit from the F.D.I.C. 
should be excluded from taxable income on the ground that 

al there was no tax benefit derived from the assessment paid in 

ak f 1951 and therefore the assessment credit constituted a re- 

is | covery of an expenditure which had not reduced its taxable 


income and was a non-taxable return of capital. 
The tax benefit rule, as set forth in I.R.C. Section 111, 


1k provides that income attributable to the recovery of a “bad 
» | debt, prior tax, or delinquency amount” which in the year 
at of occurrence did not result in the reduction of the taxpayer’s 
od tax should be excluded from gross income. 

It was held that it could not be said that the bank had 
ad incurred a loss when it paid its 1951 F.D.I1.C. assessment. 
ts Moreover, the bank could not actually treat the 1952 credit 
- as an economic gain or “recovery” of money paid by it. There 

was no certainty that any credit would be received, and the 
credit could be used only for the limited purpose of reducing 
od the payments required on the 1952 assessment. Accordingly, 
” the tax benefit rule had no application. The Philadelphia Sav- 
rn ings Fund Society v. United States, 58-2 U.S.T.C., par. 9862 


(E.D. Pa. 1958). 








BANKING BRIEFS 


Digest of current decisions in the field of trust receipts, conditional 




















sales, chattel mortgages and other secured transactions 


Piecemeal Sale at Foreclosure Sale Not Required 
Reconstruction Finance Corporation v. Faulkner, Supreme Court of New Hampshire, 
July 1, 1958 

A mortgagee was entitled to a directed verdict against guarantors of 
mortgage notes for a deficiency after foreclosure sale even though the 
guarantors offered evidence tending to show that if the mortgaged 
chattels had been sold piecemeal, there would have been no deficiency. 
The court ruled this evidence was not competent to show that the mort- 
gagee had not obtained a fair and reasonable price by a bulk sale of the 
chattels. For similar decisions see B.L.J. Digest (Fifth Edition) § 884. 


Insurance Provision in Contract Ruled Unenforceable 
Fine v S. & C. Finance, California District Court of Appeal, June I1, 1958 


A conditional buyer of a motor vehicle could recover for the conver- 
sion of the vehicle by the assignee of the contract where the assignee 
repossessed the vehicle after the buyer refused to pay for a second year’s 
insurance, the provision for which was, contrary to statutory require- 
ments, on the back of the conditional sale contract, in small print below 
the buyer’s signature. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 1357.5. 


Mortgage Lien Not Waived in Assignment Case 


Selected Investments Corporation v. The Security Bank & Trust Company, 
Supreme Court of Oklahoma, July 8, 1958 


Judgment was granted to the mortgagee of floor-planned motor 
vehicles against an assignee of conditional sales contracts covering the 
vehicles which the assignee had repossessed, because the assignee’s title 
was subject to the mortgage lien and the rights of the mortgagee were 
not waived by permitting the mortgagor-dealer to offer the vehicles for 
sale. It was ruled that the assignee was not a purchaser of the vehicles 
in the ordinary course of trade. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 95. 
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Advertising by Mortgagee Does Not Constitute Conversion 
Carroll v. M & J Finance Corporation, South Carolina Supreme Court, June I1, 1958 


- A mortgagee is not liable for conversion of a mortgaged vehicle 
where after the mortgagor’s default the mortgagee wrongfully advertised 
the vehicle for sale but did not sell it, because the mortgagee had not 
exercised control over the vehicle and the mortgagor’s possession had 
not been disturbed. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 862. 
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Accommodation Makers of Note Liable for Deficiency 


Owsley v. Oak Ridge National Laboratories Federal Credit Union, Tennessee Court of 
Appeals, July 15, 1958 





Accommodation makers of a note given in payment for a motor 
vehicle were liable to the mortgagee for a deficiency existing after fore- 
closure and sale of the mortgaged vehicle even though the makers had 
given the mortgagee oral notice that the mortgagor intended to remove 
the vehicle from the state, because the mortgagee was under no obliga- 
tion to take any additional steps (i.e. preventing the removal of the 
vehicle) as a condition to holding the makers liable. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 884. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


CALIFORNIA: Feasibility of establishing one state administrator 
over all agencies concerned in retrieving automobiles from delinquent 
owners was taken under consideration by a California Senate sub- 
committee on car repossessions following a hearing in Los Angeles. 

H. Jack Hanna, director of the State Department of Professional and 
Vocational Standards, told the subcommittee he believed his office could 
administer controls over collection agencies, private detective agencies, 
insurance adjusters and car repossessing firms. 

He declared that “90 per cent of the repossessing business is con- 
ducted ethically, but it is largely unregulated. Under one administrator 
nobody could hide.” 

Senator Edwin J. Regan questioned several witnesses on methods 
used by repossessors to take cars away from owners. 

Harry A. Edwards, chief of the State Collection Agency License 
Division, said that under the regular sales contract the car seller must 
“go to court” to retrieve a vehicle. 

“But often,” he said, “the repossessors simply follow the owner until 
they get the keys to the car and then the car itself. This may entail 
illegal acts such as breaking and entering garages or even physical 
attack on the driver.” 

Edwards further declared that “repossessing of cars is a separate 
business that often borders on grand theft. It is getting to be a serious 
racket.” 

When Regan asked “what will happen when we have 40,000,000 
people in California, with millions more automobiles,” there was no 
direct answer. Most witnesses, however, agreed tighter controls are 
needed. 

A. J. Fitzpatrick, supervising special investigator for the Depart- 
ment of Motor Vehicles, testified on three cases of individuals with 
criminal records engaged in car repossessing. 


MISSOURI: Plans for introduction in the 1959 Missouri legislature 
of a bill to regulate installment selling and financing of automobiles and 
other commodities were announced by spokesmen for the Missouri 
Automobile Dealers’ Association. 
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Jerome H. Scott Jr., Kansas City automobile dealer who headed a 
committee which drafted the legislation, said representatives of finance 
and small loan companies, department stores, retail credit associations 
and automobile agencies had approved it. He said it also had the 
approval of State Finance Director G. Hubert Bates, who would ad- 
minister the measure. 

Original plans were to limit the bill to automobile sales financing, 
but at a Kansas City meeting earlier in the year, Assistant State Attorney 
General John W. Inglish suggested that it be expanded to cover all 
installment buying. Other groups then asked that the automobile 
dealers’ association spearhead the drafting of the legislation. 

James A. Gorman of Jefferson City, executive vice president of the 
automobile dealers’ group, announced the Missouri bill would be pat- 
terned after a similar Kansas law. 

The Kansas measure, enacted by a 1958 special state legislative 
session, limits new car installment financing charges to $7 per $100 a 
year. Used-car rates in the first year are set at $10 per $100, with other 
used-car purchase installment rates limited to $13 per $100. 

Carrying charges on merchandise other than motor vehicles are 
limited by the Kansas act to $12 per $100 a year on installment pur- 
chases up to $300; $9 per $100 on amounts of purchase from $300 to 
$1,000; and $8 per $100 for amounts more than $1,000. 

Gorman said the proposed Missouri legislation would permit the 
seller to require only one insurance charge as a condition of sale and 
this would be to indemnify the seller against loss from theft, fire or other 
hazard involving the property covered in a retail transaction. 

Retail financing companies which deal in consumer credit paper 
would be licensed under the bill by the state and regulated by the State 
Division of Finance. Banks and other agencies already subject to state 
regulation would not be required to obtain a license, but would be 
subject to the ceilings set in the proposed act. 

John H. Hendren and Henry P. Andrae, counsel for the automobile 
dealers’ association, said the bill would require full disclosure of all 
charges made, including the purchase price, the trade-in value and the 
financing charges. They explained this would give purchasers the 
same protection on time payment charges that they receive under a 
new federal law requiring publication of the list price of motor vehicles. 


Noting 14 other states have enacted similar laws, Andrae said: “Under 
this bill the purchaser would know exactly what he is getting and what 
he is paying for it, including all financing charges.” 

Members of the committee which worked on the proposed legisla- 
tion were announced as including: Robert C. Case, treasurer of the 
Missouri-Kansas Division of Macy’s, Kansas City; Robert M. Langham, 
general credit manager of Western Auto Supply Co., Kansas City; Irv 
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F. Jordan, St. Louis automobile dealer; Arthur Peat, executive vice 
president of Gale and Co., St. Louis; Jack H. Ducate, regional credit 
supervisor of Sears, Roebuck & Co., Kansas City; Virgil Sassman, vice 
president, First National Bank, St. Louis; B. Hal Griffin, Universal C.I.T. 
Credit Corp.; Warren Haskin, vice president, Westport Bank, Kansas 
City. 

Also, E. M. Hayward, manager of the Greater St. Louis Automotive 
Association, and W. W. Egelhoff, manager of the Motor Car Dealers’ 
Association of Kansas City. 


NEVADA: An administrative petition aimed at reducing the amount 
of interest small loan companies can charge on loans $300 or less was 
filed with Nevada Secretary of State John Koontz by John W. Rogers, 
former owner of a Reno loan company. 

The petition would reduce the maximum interest rate on small loans 
in Nevada from 3 to 1.5 per cent a month. 

“This petition,” Rogers asserted, “merely seeks a necessary adjust- 
ment in the interest rate. A rate of 36 per cent a year is unnecessary 
on loans of $300 or less.” 

Rogers estimated that adoption of the petition would save thousands 
of Nevada borrowers more than $500,000 a year in interest payments. A 
petition was filed with 11,152 signatures, far more than the 6,810 
required. 

The petition will be submitted to the 1959 Nevada legislature. If 
the legislature adopts it, the law will be changed immediately. If the 
legislature rejects it or takes no action, the question will go on the 
1960 general election ballot. 

The state lawmakers also may propose an alternate, in which case 
both the Rogers petition and the legislative proposal would go on the 
ballot. Stiff opposition to the petition is expected from the state’s small 
loan companies. 


NEW HAMPSHIRE: Governor-elect Wesley Powell announced he 
would urge the 1959 New Hampshire legislature to enact a state law 
requiring banks to insure deposits. 


SOUTH CAROLINA: A proposed reduction in South Carolina’s 
credit insurance rates would almost wipe out the state’s small loan 
business, it was asserted by Frank Jordan, representing the South 
Carolina Small Loan Association, at a public hearing conducted by 
State Insurance Department officials. 

He pleaded for more time to elapse before the department con- 
sidered lowering the rates so that loss experience could level off to show 
a “true perspective.” 
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Deputy State Insurance Commissioner J. E. McDavid said he called 
the hearing in the light of statistics showing that 21 insurance com- 


ice 


dit 


‘ice | panies handling credit insurance sold in connection with small loans 
& in South Carolina have had a loss ratio of 19 per cent on such policies 
sas since the state small loan law went into effect in 1956. 


“We didn’t come here to sink the Merrimac in the small loan busi- 
ive | ness,” McDavid said, “but when we find that . . . only 19 cents on the 
ers’ | dollar is paid out in losses . . . it looks to the layman like something's 

wrong. We look at this and say something ought to be done about this.” 
W. S. Hendley of Columbia, associated with the New York Mutual 


unt | Life Insurance Co., called the insurance rates on small loans “out- 
was | rageous.” If the state doesn’t do something about the rates, he declared, 
ers, it would be “guilty of the worst sort of negligence.” 

The rates were defended by representatives of several insurance 
ans | companies writing small loan business, which in the period July 1, 1956, 


to Aug. 31, 1958, amounted to more than $7 million in premiums. Dur- 
ing the same period, losses amounted to $11/, million. 


t- 
a It was brought out during the hearing that the individual small loan 
companies receive up to 85 per cent—sometimes as high as 90 per cent— 
=" of the premiums collected from the small loan borrower as agent’s fee 
A for handling the policy. 
810 Jordan declared that there is “no question” that 75 or 80 per cent 
of the more than 480 small loan companies operating in South Carolina 
If would have to close their doors if the rates were lowered. 
the The insurance premium income is an “integral part” of the small loan 
the business, he said, adding that the business has not made excessive 


profits: In 1957, the 480 small loan companies netted $1,732,000, or 
6.19 per cent profit on a capital investment of $28 million. 

Noting that the insurance department has the responsibility of doing 
something “when experience indicates rates should go up or down,” 
McDavid cited the small loan experience of 21 companies writing this 
business in South Carolina, comparing this 19 per cent loss ratio with 50 
lhe | per cent, 62 per cent, and 49 per cent in other classes of “conventional, 
law | ordinary, or career business.” 

He said that “we're not unmindful of several conditions” in the 
business. “We know you lend the man the money to pay the premiums, 


eat eo 


cae nee 


ina’s an element of risk. We know some of these people can’t get the money 

loan | anywhere else. We're not unmindful that without this business many 

outh | might have to close their doors.” 

by | Defending the commission rate received by the small loan com- 
_ panies, Jordan said the firms have an overall loss of loans of 5 per cent. 

con- | He said they are required to write the policy, collect the premium, serve 

how as claim adjustors on very small loans—mostly $50, $75, or $100—all 


at overhead cost of $42 per customer per year, or $3.55 per account per 
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month. The industry’s annual overhead is $8,135,000, he added. 

Small loan companies, Jordan said, had been caught in inflation 
and had to resort to sale of this insurance, which, incidentally, per- 
mitted some people to obtain loans who couldn't before the insurance, 

McDavid said the department was more interested in solvency of the 
insurance company handling the policy than in exhorbitant profits. He 
reminded Jordan of the insurance department’s obligation to the public 
and its responsibility to advise an insurance company to get out of the 
small loan insurance business if it is not making money. 


TENNESSEE: A recommendation by the Tennessee Legislative 
Council urged that the 1959 state legislature give consideration to any 
regulatory legislation offered by the automobile sales and finance in- 
dustry and that such legislation, if enacted, be “afforded ample test.” 

It was further recommended that if such legislation is not enacted, 
favorable consideration be given to adoption of some other type of 
legislation to regulate conditional sales in the state. 

The council also advocated that the legislature consider making the 
contracting for usury a misdemeanor. At present, only persons collect- 
ing on usurious contracts may be prosecuted. The council would make 
an entire loan void and uncollectable if it were “tainted with usury.” 
Other recommendations by the council urged: 

That the state’s 1925 small loan act as amended be rewritten to 
provide for rates and charges that would enable lending firms to make 
loans available under its provisions and still earn “a reasonable profit, 
and to provide for ample protection to the public through regulation 
by the Department of Insurance and Banking.” 

That the practice of “flipping” be ended by legislation. The council 
explained flipping is the practice of some industrial loan and thrift com- 
panies and endorsement firms whereby a borrower who has repaid a 
portion of a loan is allowed to make—sometimes enticed to make— 
another loan, whereupon the new loan is set up combining the new 
amount with the old balance. All allowable charges have been made 
in the old balance and the full amount of allowable charges is again 
imposed on the new balance. 

That credit life and credit accident and health insurance be more 
stringently regulated. 

That the state legislature consider legislation to prohibit lenders 
from requiring or accepting wage adjustments from borrowers and 
that lenders be prohibited from enticing or permitting borrowers to 
become obligated on more than one loan contract at a time. 

TEXAS: A lower-court order which had blocked enforcement by the 
Texas State Board of Insurance of an order reducing credit insurance 
charges was voided by the State Third Circuit Court of Appeals in 
Austin. 





f 
‘ 


b 
: 
' 
' 
k 
' 
; 
; 
' 








the 
ct- 


ike 


to 
ike 
fit, 
ion 
cil 


ym- 


la 
ew 
ade 
ore 
lers 


and 
to 


nce 
. in 





OT I TOT 


en ore 





BANKING LEGISLATIVE TRENDS 77 

The appellate court reversed a District Court order enjoining the 
board from enforcing regulations issued last February to be effective 
last May 1. 

Cosmo Insurance Co. of Amarillo and others won the District Court 
order, which had represented only a partial victory for the company. 
The state had won in part when District Judge Charles O. Betts put 
limitations on operations by the company during the period of the 
injunction. 

Judge Betts required the firm to post $10,000 bond and to put into 
escrow all premiums collected after May 1. If the board’s order is finally 
upheld, Cosmo would be required to refund to policyholders all money 
collected above the new rate. 

It had been estimated the board’s regulations would result in reduc- 
tions of some $8,000,000 a year in charges for credit insurance issued 
in connection with small loans. 

In voiding the lower court's injunction, Justice Raymond Gray of the 
appellate court rejected the contention by Cosmo and associates that 
the board’s order was unauthorized by law and therefore void and 
unenforceable. 

Gray said in the appellate court opinion, however, the company was 
entitled to a hearing and review on whether the rates were reasonable, 
adequate and nonconfiscatory. He noted that the law requiring the 
board to promulgate rules and regulations on credit insurance also pro- 
vided for a hearing by interested parties before the board and the right 
to appeal to the courts for a review on merits of the order. 


“Cosmo and associates,” Gray said, “are entitled to a judicial review 
of the board’s order, but such review does not entitle them to a tem- 
porary injunction the effect of which is to perpetuate rules, regulations 
and rates which the board by its order of Feb. 24, 1958, superseded. 


“It is our opinion that until there is a trial on the merits and the 
order of the board is set aside upon a showing that there was not in 
existence substantial evidence reasonably sufficient to support the order, 
that Cosmo and associates must obey it.” 

With dissolution of the injunction, the case was ordered back to 
District Court for trial on its merits. 

The injunction also had allowed John H. Pierson of Fort Worth, a 
lender-agent for Cosmo, to continue to receive unlimited commissions. 
All above 40 per cent of the insurance premium—the limit set by the 
board—were required to go into the escrow fund. Pierson said his 
commissions had run 84 per cent of the premium. 

During arguments before the court in October, counsel for Cosmo 
had argued the board’s order would “destroy the credit insurance 
business” in the state. 











TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 


on trusts, estates and gifts. 





“Included Property’’ in Valuing Estate Assets by 
Optional Valuation Method 


Revenue Ruling 58-576, 1.R.B. 1958-47, p. 8 


The federal estate tax optional alternate valuation method provides 
that all of the property interests existing at the date of death which 
are part of decedent's gross estate constitute the property to be valued 
as of one year after the date of decedent’s death. Such property is 
termed “included property” and remains “included property” even 
though it is changed in form during the one year optional valuation period 
by being actually received or disposed of by the estate. Property earned 
or accrued after the date of death is “excluded property” and is ex- 
cluded in valuing the gross estate as of the optional valuation date. 
The above Ruling lists the valuation to be used in the following situa- 
tions when the estate elects the optional alternate valuation method: 
(1) Rights to subscribe to stock where the rights are sold before the 
year expires: Such rights are “included property” and, hence, includible 
in the gross estate. (2) Rights to subscribe to stock where the rights 
are exercised before one year expires: Such rights are “included prop- 
erty,” with a value equal to the excess, if any, of the fair market value 
of the stock acquired by such rights at the time the rights are exercised 
over the subscription price. (3) Additional stock received as a re- 
sult of a stock dividend before the year expires but after decedent’s death: 
Such stock is “included property.” The stock dividend directly affects 
the value of the stock at the alternate valuation date so that decedent's 
stock at the alternate valuation date no longer reasonably represents the 
same property interest in the corporation possessed by decedent at his 
death. (4) Insurance policies where the beneficiary exercises her 
right to receive monthly payments instead of a lump sum payment: 
The same lump sum value of the policies is used for alternate valuation 
purposes as that used for the date of death value. (5) Mortgages 
where principal payments are received pursuant to the terms of the 
note between the date of death and the expiration of the year: Such 
payments are “included property.” Any part payment of principal dur- 
ing the year after death reduces the value of the mortgage as of the 
alternate valuation date so that such mortgages would not reasonably 
represent the same property existing at the date of decedent’s death. 
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TAX DECISIONS 


No Deduction For Bequest to an Individual Member of a 
Charitable Organization 


Estate of Dichtel, Tax Court of the United States, September 26, 1958 


Decedent made a bequest to his daughter who was a member of a 
religious order and a resident of a convent. His executrix sought to 
take the amount of the bequest as an estate tax charitable deduction. 
Held: The bequest was solely to an individual and, accordingly, does 
not constitute a transfer to a charity which would qualify as a charitable 
deduction in computing decedent's net estate. 


Proration of Death Taxes Among Residuary Bequests 


Guaranty Trust Company of New York v. New York City Cancer Committee, 
Connecticut Supreme Court of Errors, June 24, 1958 


By his will testator made a number of specific bequests and disposed 
of his residuary estate as follows: the income of 25% of residue to his 
widow, remainder to a charity; 68% of residue outright to his widow; 
the balance of residue to another charity (3%) and to certain relatives 
(4%). He directed that all taxes payable by reason of his death be 
paid out of residue. Question arose as to the proration of state and 


federal taxes on the residuary bequests. Held: Testator’s will clearly 
indicates that there should be no proration as to taxes on the specific 
bequests. But “the language employed was inadequate to show that 
the testator did not intend proration as to gifts made from the residuum. 
It follows that the [Connecticut] proration statute does apply to the 
residuary gifts.” However, in computing the tax liability of the various 
residuary bequests under the proration statute, the full benefit of the 
marital deduction in the federal estate tax must be allowed as against the 
68% of residue given outright to the wife, and the gifts of 3% and 25% 
to charities must receive the exclusive benefit of any allowable charitable 
deductions. 


Power of 81 Year Old Life Beneficiary to Invade Principal 
Precludes Charitable Deduction 


Merrill Trust Company v. United States of America, United States District Court, 
District of Maine, October 17, 1958 
Decedent’s will established a trust for two sisters for their lives, 
remainder to four charities. The will authorized the trustee bank to 
invade trust principal if either sister “determines that more than the 
net income is necessary for her comfortable care, support and mainten- 
ance and her judgment in this respect is to be conclusive.” Decedent 
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was survived by one of her sisters. The surviving sister was 81 years 
old and under legal conservatorship. She had money of her own, and 
her needs were about one-half the amount of income available to her. 
In an estate tax proceeding, Held: No estate tax charitable deduction 
may be taken for decedent’s remainder gift to the charities, because there 
is no objective standard by which to measure the value of the charitable 
gift at the time of decedent’s death. “Admittedly, the possibilities of 
invasion of corpus . . . were remote, and in fact no such invasion took 
place during the life of the surviving sister. Such factors could become 
important, however, only if the language of the will were first found 
to contain a presently ascertainable standard by which to measure the 
possible exercise of the power of invasion. There was nothing in the 
language of this will to prevent the life beneficiary from invading 
principal at her unlimited discretion. She had the power to do so, and 
it is the existence of the power, and not the practical likelihood of its 
exercise, that must govern the case.” 

terminated only with the unanimous consent of the trustees and all 
the then living children of the husband and wife. The Commissioner 
contended that while the income interests of the three beneficiaries were 
admittedly present interests, none of such interests were susceptible of 
valuation because of the termination provision. In a gift tax proceeding, 
Held: The gifts of income are susceptible of valuation and the donors 
are entitled to the annual gift tax exclusion. The gift to each beneficiary 
of a life interest in trust income was, in effect, coupled with a gift of 
the power to veto any proposal by the other children to terminate the 
trust. Therefore, the termination provision can be disregarded, and 
the value of the life interests for gift tax purposes can be computed 
by use of the prescribed actuarial table. 


Value of Present Interest in Trust Measurable Despite Termination 
Provision 


Newlin v. Commissioner of Internal Revenue, Tax Court of the United States, 
November 28, 1958 


Husband and wife made gifts of stock to a trust which provided 
equal life interests in trust income to their three adult children. The 
trustees were given only managerial powers, and the trust could be 
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TAX DECISIONS 





Claim in The Estate Rather Than Against The Estate is Not 
Deductible 

Lindsey and The Equitable Trust Company v. United States of America 

United States District Court, District of Maryland, October 28, 1958 

Decedent’s will left the residue of his estate in trust, income to his 
wife for life, remainder to other persons. The day after decedent 
executed the will he and his wife entered into a contract whereby the 
wife agreed that she would accept the will, would waive her right to 
dower and would, immediately after probate, assign to decedent’s 
trustees all the property she then owned. Decedent, in turn, agreed to 
endorse certain insurance policies to provide interest income to the wife 
for life. After decedent died, the wife fulfilled her contractual obliga- 
tion by conveying to the trustees all the property she then owned, 
including five parcels of real estate which she and decedent had owned 
jointly. In an estate tax proceeding, Held: The value of the parcels 
of real estate does not qualify for the marital deduction because, by 
reason of the contract, the decedent in effect owned the parcels outright, 
devised them to his trustees and gave his wife a life interest only 
therein, with no power of appointment over principal. Nor is the 
value of the parcels a deductible claim by the wife against the estate. 
The wife never filed a claim against the estate. It was a “claim to a 
distributive interest in the estate and not a claim against the estate 
within the purview of the tax laws.” 


Amount Due Ex-Wife as Contract Creditor Not Subject to 
Contribution to Pay Estate Taxes 


Estate of Porter, New York County Surrogate's Court, New York Law Journal, May 27, 1958 


Decedent and his wife, before their divorce, entered into a separa- 
tion agreement whereby decedent agreed to take out and maintain 
$100,000 worth of life insurance policies on his life payable to his wife. 
The proceeds of the policies were included in decedent’s gross estate 
after he died. Decedent’s executors contended that the $100,000 of 
insurance proceeds received by the ex-wife should bear their pro- 
portionate share of the estate tax assessed against the estate. Held: 
“The decedent was under a contractual obligation to procure and main- 
tain life insurance . . . in a stipulated amount. The ex-wife was 
vested with ownership of said policies and was entitled upon his death 
to receive the exact amount contracted for. The amount due a contract 
creditor of an estate is not subject to dimunition by reason of the 
payment of estate taxes.” 
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Buy-And-Sell Agreement Establishes Value of Stock Even Though 
Market Value is Higher 


Estate of Littick, Tax Court of the United States, October 24, 1958 


Decedent, who was dying of cancer, and his two brothers held 
substantial and almost equal amounts of stock in a corporation. To 
preserve family continuity of the company, they and the corporation 
agreed in writing that upon the death of any of the brothers the 
corporation would purchase the deceased brother’s stock for $200,000. 
After decedent’s death the Commissioner of Internal Revenue sought 
to value his stock interest in the corporation at $258,000, which, all 
parties agreed, was the fair market value of the stock. Held: The price 
of $200,000 established in the previous buy-and-sell agreement is con- 
trolling for estate tax valuation purposes and is the amount to be 
included in the decedent brother’s taxable estate. Although the fair 
market value of the stock was, at all material times, $258,000, there was 
no indication that the $200,000 figure was not fairly arrived at by arm’s 
length negotiation or that any tax avoidance scheme was involved. 
Moreover, although decedent was likely to die before his brothers, it 
was not such a “foregone conclusion” as to destroy the validity of his 
agreement. (The Court also held that the buy-and-sell agreement was 
not a taxable “transfer” in contemplation of death. 


BANK ROBBERIES AND CONVICTIONS INCREASE 


Recently published figures of the Federal Bureau of In- 
vestigation indicate that from July to October 1958 there were 
214 violations of the Federal bank robbery law. This is 41 
more violations than for the corresponding period last year. 
Offsetting this, however, were 135 convictions for burglaries, 
robberies and larcenies compared to only 64 convictions in the 
four month period last year. In the year ended June 30, it 
was reported that there had been 631 bank thefts in the 
country. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Legacy to Named Predeceasing Sister Results in Intestacy 


Estate of Winburn, New York County Surrogate's Court, 140 New York Law Journal 7, 
September 9, 1958 

Decedent bequeathed her residuary estate equally to three named 
sisters and two named brothers. One brother and one sister predeceased 
decedent and left no issue surviving. The children of another sister, 
who was not named in decedent’s will and who had also predeceased 
decedent, claimed that intestacy resulted as to the shares bequeathed 
to the predeceasing named brother and sister and that they were en- 
titled to a share of such intestate estate. Held: The children of the 
predeceased sister who was not mentioned in the will are entitled to 
share in the intestate portion of decedent's estate. “It is quite clear, of 
course, that the gift of the residuary estate was a gift to individuals 
and not to a class . . . Under these circumstances, the legacies clearly 
lapsed and pass as in intestacy because of the rule prohibiting the estab- 
lishment of a residue upon a residue.” 


Husband’s Estate Must Contribute Half of Amount of Joint Debt 
Keil v. Keil, Delaware Supreme Court, October 30, 1958 


Husband and wife borrowed money to improve certain property 
owned by them jointly. The debt was secured by a mortgage and a 
joint note. When the husband died nothing had been paid on the note. 
His will directed his executors to pay “all my just debts.” In a proceed- 
ing to determine whether the husband’s estate was liable to the wife 
for any part of the debt, Held: The husband's estate must contribute 
one-half the amount of the debt to the wife. The provision in the 
husband’s will did not exonerate the wife from liability for the entire 
debt, since the creditor could enforce the obligation against both or 
either the husband and wife. However, the joint debt was incurred by 
husband and wife for their common benefit, and, as between themselves, 
each was liable for one-half. The payment of the debt by the wife 
would be for the benefit of the husband's estate because it discharged 
the estate from liability. Accordingly, the wife is entitled to one-half 
contribution by the estate. 
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Stock Certificates in Names of Persons Neither Purchasers Nor 
Donees 


Morrison v. Minutilli, Massachusetts Supreme Judicial Court, October 31, 1958 


Prior to his death decedent, the president of a corporation, signed 
certificates of stock which were in the names of M and C. Neither M 
nor C had paid anything for the stock or even knew of the existence 
of the certificates before decedent died. Decedent's attorney had kept 
the certificates until they were put in an envelope and handed to C by 
decedent, with instructions to put the envelope in a safe deposit box to 
which C and decedent both had access. In an action to determine the 
ownership of the certificates, Held: M and C must deliver the certifi- 
cates to decedent’s administrator as constituting estate assets. Neither 
M nor C was the owner of the stock standing in his name by either 
gift or purchase. 


Bequest to Debtor of His Notes Does Not Include Joint Note 
Executed After Will Was Drafted 


Cate v. Argue, Wisconsin Supreme Court, October 7, 1958 


In his will decedent bequeathed his nephew the notes due decedent 
from the nephew. At the time the will was executed there were two 
notes outstanding. Subsequently the nephew and another person 
executed a joint note in favor of decedent. In an action to determine 
the extent of decedent’s bequest to his nephew, Held: Decedent's 
intention to release his nephew’s debts did not extend beyond the notes 
due individually from the nephew at the time the will was drawn. To 
release the nephew on the subsequent joint note would result in the 
release also of the joint debtor who was never considered by decedent 
in his will. 


Inclusion of Social Welfare Institutions in Charitable Bequest Does 
Not Make Gift Invalid 


Cleveland v. Second National Bank and Trust Company, Michigan Supreme Court, 
October 13, 1958 

An heir of decedent claimed that a charitable trust created by 
decedent’s will was invalid. The will stated that the gift in trust was 
charitable and then went on to direct payments “to any of the charitable 
and social welfare institutions” in the city. The heir argued that the 
inclusion of social welfare institutions as beneficiaries rendered the trust 
invalid since such institutions were not necessarily charitable. Held: 
The long-standing policy of the Michigan courts is to favor the creation 
of charitable trusts beneficial to the people of the State. Viewing 
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decedent's will as a whole, and in light of the expressions throughout 
the will to the effect that a charitable gift was intended, the inclusion 
of the words “social welfare” in the gift is not sufficient to destroy the 
validity of a charitable gift. 


Trustees Serving Also As Directors And Officers 
Gehl v. Hansen, Wisconsin Supreme Court, October 7, 1958 


A father created a trust of stock in a family corporation. He named 
his sons, who were officers and directors, as trustees for the benefit of 
his daughters. The trustee sons were given stock in the corporation 
outright, so that as owners and as trustees they controlled almost all 
the stock. The corporation did not pay dividends for many years and 
none were contemplated for the near future. The beneficiary sisters 
complained of lack of income from the stock in the trust and sought to 
have the sons removed as trustees because of their dual positions which 
prevented objectivity. The trust instrument directed that lack of good 
faith by the trustees was to be the only ground for their impeachment. 
Held. The settlor father knowingly created the situation of the sons’ 
dual positions. No showing of bad faith by the trustees was estab- 
lished. It was not necessarily imprudent or selfish to keep profits in 
the corporation for expansion instead of paying dividends, and the 
trustees actually attempted to provide trust income by redeeming the 
stock constituting trust corpus. Accordingly, under the trust instru- 
ment, there are no grounds for removing the trustees. 


Opening Bank Account for After-Born Child is Settlement of Child’s 
Claim Against Estate 
Estate of Wenger, New York Surrogate’s Court, Queens County, 140 New York Law Journal 
14, October 10, 1958 

Decedent’s will made no provision for a son born after the will was 
executed. Section 26 of the New York Decedent Estate Law provides 
that such a child, “unprovided for by any settlement”, is entitled to 
share in the parent’s estate as if the parent had died without making 
a will. In this case, however, the father had opened a savings account 
in his name in trust for the after-born son. Held: “The creation of 
the account is indicative of an intention by the testator to make 
provision for his son and constitutes a settlement within the meaning 
of Section 26 of the Decedent Estate Law. It is sufficient to bar him 
from taking an intestate share of his father’s estate.” 
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General Gift in Addition to Specific Bequest And Devise 


In re Tetervin, New York Surrogate's Court, Kings County, 140 New York Law Journal 14, 
October 7, 1958 

By the second and third paragraphs of his will decedent gave certain 
specified real and personal property to G. By the fifth paragraph he 
devised and bequeathed her one-third of his estate. Decedent's 
executors and trustees sought court instructions as to whether the gift 
to G under the fifth paragraph was in addition to the gifts under the 
second and third paragraphs. Held: The will “clearly manifests testa- 
tor’s intention to give to [G] ‘absolutely and forever’ his real property 
described in paragraph second, his household furniture under paragraph 
third and, in addition, a third interest in his residuary estate under 
paragraph fifth. The devise of testator’s described real property under 
paragraph second and bequest of his household furniture under para- 
graph third to [G] are specific . . . Title thereto passed to her and she 
became entitled to the possession, rents and income therefrom beginning 
from the date of testator’s death. . . . The gifts to her under paragraph 
fifth are general, subject to the payment of debts, funeral and adminis- 
tration expenses.” 


BANK HOLDING COMPANY ACT PROHIBITS 
INVESTMENT IN SMALL BUSINESS INVESTMENT 
COMPANY , 


The Federal Reserve Board has ruled that Section 6 of the 
Bank Holding Company Act prohibits the purchase by banking 
subsidiaries of a bank holding company of stock in a small 
business investment company when that company is or will be 
a subsidiary of the bank holding company. The Board pointed 
out that the prohibition stemmed from an oversight in the 
drafting of the new Small Business Investment Act but that 
nevertheless the wording of that Act compelled this decision 
in view of the terms of the Bank Holding Company Act. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Paradox For The Proletariat 


ILLIAM R. BIGGS, econo- 

mist of the Bank of New 
York, reminds us that the Com- 
munist Society is by no means a 
classless one. On the contrary, he 
points out that there are three 
classes—the bureaucrats, the intelli- 
gentsia, and managers, and the 
workers. He also notes the appear- 
ance of real class consciousness in 
the upper classes. 

Top pay among the managerial 
class, intelligentsia or bureaucrats 
ranges at rates of from five to 
twenty to one over average pay of 
the workers, Mr. Biggs reports. This 
is on a pretax basis and does not 
include the additional perquisites 
available to the top members of 
the non-worker classes, such as 
special housing facilities, car and 
driver, special schools for the 
children, etc. Furthermore, even 
on the high incomes, the tax rate 
is low. 

These observations were made 
by the Bank of New York economist 
upon his return from a trip behind 
the Iron Curtain. To the casual 
observer, he comments, the Rus- 
sian system seems to be working 
“frighteningly well.” Although the 
standard of living is low, it is rising. 
But most important of all is the 
following analysis. 

“Strangely enough,” Mr. Biggs 
remarks, “a visit to Russia is a 
lesson in the effectiveness of some 
of the basic ideas of capitalism. 
Positive incentives are . . . used 


to a very great degree in the fields 
of science, education and produc- 





tion. Here the great progress is 
being made. In distribution and the 
services the incentives are largely 
the negative ones—namely, the fear 
of loss of a job or punishment, and 
these fear incentives appear to be 
much less effective. . 

“The more one believes in some 
of the basic ideas of capitalism, the 
more sobering are one’s conclus- 
ions. While the Soviets are widen- 
ing their use of incentives and de- 
voting most of their increased 
production to capital formation, the 
Welfare states of the West, through 
inflation, taxation, and cradle-to- 
grave security, are reducing the in- 
centives to work and to save. One 
cannot help but fear the outcome 
under such conditions.” 

Capital formation in Russia is 
great, since everything is saved ex- 
cept what the government allows 
the people to spend. It is the low 
standard of living, the New York 
banker asserts, that permits the 
burdens of a massive bureaucracy 
to be borne while capital formation, 
including military expenditures, is 
relatively much greater than ours. 


Consumer Credit Regulation 


Consumer credit regulation 
would “further the long-term best 
interests of producers, consumers 
and the general economy,” accord- 
ing to Rudolph L. Weissman, econ- 
omist for the investment banking 
firm of W. E. Hutton & Co. This 
is the time to consider, he declares, 
whether the Federal Reserve 
should not be given permanent 
standby powers to curtail the vol- 
ume of consumer credit. 
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Installment buying is so strongly 
embedded in our economic struc- 
ture that no substantial, sustained 
rise in economic activity is likely 
without a rise in consumer credit. 
The recent recession witnessed only 
a brief pause in its upward march, 
which is now being resumed. 

Regulation W, which represented 
the first imposition of consumer 
credit controls, originated in 1942 
as an emergency device. Inflation 
was the problem which sparked 
its adoption. The regulation was 
modified in 1946 and allowed to 
expire in 1947. But with the sub- 
sequent rise in inflationary tenden- 
cies, it was reinstituted twice more 
before finally running out in June, 
1952. 

In 1939 and 1940, total consumer 
credit averaged about 10 per cent 
of disposable income. This ratio 
reappeared after the lifting of war- 
time restrictions, but before the 
outbreak of the Korean conflict. 
Since consumers had by then ex- 
perienced their first o ooo to 
satisfy wartime ciencies 
goods, it was TR dle 
that this 10 per cent ratio was 
“normal.” 

In 1957, largely as a result of 
cumulative annual expansion of in- 
stallment loans on automobiles, the 
ratio hit a peak of 14.9 per cent. 
By mid-1958, however, it had de- 
clined to 14.0 per cent. It goes with- 
out saying that consumer credit 
contributes both to boom and sub- 
sequent recession. In the latter case, 
consumers are often constrained to 
postpone other purchases because 
of the necessity of meeting sched- 
uled payments. 

Six reasons are propounded by 
the New York economist in support 
of regulation. 


1—The large volume of outstand- 
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ing installment credit and the wide 
area of its influence require the 
vesting of some agency with power 
to check its expansion. 

2—Long terms and small down 
payments often leave purchasers 
with little equity, reducing their 
willingness to honor and protect 
their commitments, thus  caus- 
ing a deterioration in the soundness 
of the credit paper. 

3—Unduly long maturities tend to 
keep purchasers out of the market, 
and thus accentuate the swings in 
business activity. 

4—Unsound competitive business 
practices have resulted from ab- 
sence of regulation over terms. 
Voluntary, self-regulatory measures 
have thus far been beyond the ac- 
complishment of the industries in- 
volved. 

5—General monetary restrictive 
measures have only limited effect 
on installment credit activities. 

6—Effective regulation of install- 
ment credit through the use of 
general controls would require a 
usage which would be detrimental 
to other sections of the economy. 


Commercial banks are the largest 
holders of installment paper, and 
the prospective sale of 5.5 million 
automobiles this year will require 
additional banking support. “The 
strain on the credit system,” says 
Mr. Weissman, “allowing for the 
continuation of the recent level of 
repayments, is clear. Either general 
credit policy will have to be modi- 
fied, or buying habits will have to 
change—or it will be difficult to 
market the volume of production 
of hard goods generally envisaged 
in recent forecasts.” 

In passing, it may be noted that 
one-third of the families having 
installment debt are comparatively 
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well situated—with payment obliga- 
tions amounting to less than 10 per 
cent of their income after taxes. 
Families comprising another third 
find that debt payments absorb 
between 10 and 20 per cent of their 
incomes; the remaining families are 
burdened by scheduled repayments 
which require 20 per cent or more 
of their disposable income. 


Business Outlook 


Vice President William F. Butler 
of the Chase Manhattan Bank 
ventures the following forecast. 

Business should continue to im- 
prove, with 1959 being an excellent 
year for business. Full capacity 
operations may be resumed late this 
year or in early 1960. 

The years 1960 and 1961 may also 
be a period of great prosperity. 
Actually, the nation’s principal 
economic problem could be pro- 
ducing at a rate sufficient to meet 
all demands on our economy while 
containing inflationary pressures. 

Historical pattern would appear 
to indicate another recession period 
starting sometime in 1961—“give or 
take 12-18 months.” 

“I am making the overriding as- 
sumption,” states Mr. Butler, “that 
we and the Russians shall somehow 
avoid blowing up the world.” 


Marketing Bank Services 


Bradford A. Warner, vice presi- 
dent of the Manufacturers Trust 
Company of New York, urges bank- 
ers to get going about the business 
of marketing their banks’ services. 
He declares that commercial banks, 
for various reasons, have been slow- 
ly but steadily losing their pro- 
portionate share of the nation’s 
financial business; that markets for 
the banks’ services have not been 
thoroughly cultivated. He points 
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out that corporate business tied up 
with the extension of credit is com- 
monplace but that there are other 
ways in which banking facilities can 
be used. Large city banks, for ex- 
ample, are offering special types of 
services to commercial business; 
these include reconciling payroll 
account statements and paying 
freight bills. Of course, all such 
services are contingent upon the 
enterprises carrying compensating 
balances in the bank. 

Mr. Warner disposes of the con- 
tention that a bank finds no profit 
in handling small checking ac- 
counts, and therefore should not 
bother with this type of business. 
Small depositors have an actual 
need for checking accounts, and if 
properly informed, will pay ade- 
quate charges for such service. 

At very little cost to themselves, 
banks can also serve the individual 
of small means through the use of 
the so-called “Register Check,” 
which is really a personal money 
order. Because the fees charged by 
postoffices on money orders are 
much higher than the banks’ cost 
of issuing same, a “market” for this 
service arose. At the Manufacturers 
Trust Company, Mr. Warner com- 
ments, the demand for such checks 
has exceeded expectations. It is 
estimated that the bank sold two 
million Register Check money or- 
ders in 1958, or an average of about 
8,000 per business day. This esti- 
mate, translated into dollars, means 
$300,000 in additional gross income. 
Because it takes only thirteen 
seconds of clerical time to issue a 
check, the direct “man hour” cost 
is less than one cent. “This is an 
example,” he remarks, “of how a 
bank discovered a new market and 
eee on it at a satisfactory profit 
to itself.” 
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The “Cash Check” 


According to the London Fj. 
nancial Times, Norwegian banks 
have introduced a new type of 
check, described as a “cash check.” 
This instrument, which may only 
be drawn on an interest-bearing 
savings account, was introduced 
this past October and is said to be 
the only type check of its kind in 
the world. 

As explained by the Times, “cash 
checks” may be drawn by any hold- 
er of a savings account, in an 
amount up to 2,000 krone ($280). 
Face value of such checks, on 
which the banks guarantee pay- 
ment, are generally 50, 100 and 300 
krone. As a traveller’s check, the 
“cash check” requires two signa- 
tures by the owner—one upon is- 
suance and one upon cashing. The 
new check is regarded as a com- 
bination of an ordinary check, a 
traveller's check and a bank remit- 
tance. 


Agricultural Finance 


Douglas F. Graves, assistant vice 
president of the Chicago National 
Bank, declares that agriculture 
must develop a system of financing 
similar to industry. Such a system, 
he adds, should permit farmers to 
use a revolving type of credit or an 
open-end mortgage for year-round 
financing. Farmers are in need of 
a line of credit to draw on for the 
hire of labor and purchase of feed, 
livestock, fertilizer, machinery, and 
the like. 


In this connection, Mr. Graves 
urges the smaller banks, some of 
whom are unable to meet all of the 
credit needs of their farmer cus- 
tomers, to use the service of a 
larger city correspondent bank. 
Such correspondents, he stresses, 
must understand agriculture and its 
capital requirements. Then, when 









i ie i de 








=—'saa + 


ice 
nal 
ire 
ing 


mM, 


nd 
of 
the 





a customer comes into a bank with 
a “bankable” problem, “there 
should be no question of the will- 
ingness of the correspondent to 
participate or take the entire line.” 

T. P. Axton, president of the La- 
fayette Savings Bank of Lafayette, 
Indiana, also recommends enlisting 
the help of insurance companies, as 
well as city correspondent banks. 
There should be an effort, he as- 
serts, to provide “complete, one- 
stop farm loan service.” 

Circumstances are changing in 
farming, as is evident from the in- 
crease in the average size of farms 
and the improvement in mechani- 
zation and production methods. 
Consequently, Mr. Axton observes, 
the banker must keep abreast of 
new developments and must adjust 
his sights accordingly. 

Both Mr. Graves and Mr. Axton 
voiced these observations at the 
recent National Agricultural Credit 
Conference, sponsored by the 
American Bankers Association. 


Time Lag in Bond Sales 


After voters authorize a local 
bond issue, how long does it take 
before these obligations are actual- 
ly sold? 

A survey by the Investment 
Bankers Association of America, 
based on the experience of the past 
two years, shows that the greatest 
impact of bond sales occurs during 
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the first nine months following ap- 
proval. During this time, 40 per 
cent of the dollar amount of the 
approved bonds are sold. It takes 
another six months to sell the next 
10 per cent, and nine additional 
months to sell another 10 per cent. 
Thus, 40 per cent remains unsold 
two years after voter approval. 

However, the time lag on school 
bonds is shorter than that on muni- 
cipal bonds generally. About one- 
third of the dollar amount of school 
bonds is sold within six months of 
voter authorization, with the next 
15 per cent following in the ensuing 
three months. At the end of two 
years, about one-third of the school 
bond authorizations remains un- 
completed. 

Water and sewer bonds also tend 
to be marketed more quickly than 
most municipal securities. About 25 
per cent of the dollar amount of 
water and sewer authorizations are 
sold within three months of the 
election, 50 per cent are sold in less 
than a year, and about 80 per cent 
are sold within two years. 

Road bonds, comments the IBA 
survey, were the only group tested 
which failed to show a fairly stable 
sales pattern. Apparently, small 
road bond issues are generally sold 
very quickly after authorization; 
however, it usually takes a much 
longer period for larger road bond 
authorizations to reach the market. 





BOOKS FOR BANKERS 


THE LAW OF LAND TRUSTS, 


By Judge Oscar S. Caplan, 
Miami. Published by Trust 
Department, Central Bank and 
Trust Company, 1310 N.W. 36th 
Street, Miami, Florida. This 
book fulfills a definite need in 
legal literature. It takes the 
lawyer by the hand and leads 
him through the various 
dilemma of the law. It is truly 
what the title indicates—the 
complete “Law of Land Trust.” 
In my opinion, this is the first 
time so much has been made 
available on the subject. It is 
an all embracing and compre- 
hensive work. Consisting of 
150 pages, it is a compact trea- 
tise, completely setting forth the 
history, statutes and the deci- 
sions which have dealt with this 
doctrine from the adoptive date 
of the Statute of Uses. The 
author, in a thorough and con- 
cise manner, covers the follow- 
ing subjects, devoting a chapter 
to each: (1) History of Land 
Trusts. (2) Purposes and pro- 
cedure for the formation of this 
type of trust. It delves into its 
features and general legal as- 
pects and contains specific forms. 
(3) Decisions as to the legality 
and validity of land trusts 
beginning with the history of 
the Statute of Uses, tracing its 


development along basic deci- 
sions and definitive statutory 
regulations. (4) Taxability of 
land trusts involving real estate 
syndicates, corporations and 
partnerships and the Federal 
Code provisions and regulations 
as well as the summarization of 
various reviews of law editors 
and publications. The question 
of Federal and State “Securities” 
regulations and special assess- 
ments of tangible tax on bene- 
ficial interest form a part of this 
chapter. A short “advisory” on 
the pseudo-corporation act is 
also included. An_ excellent 
alphabetical index makes it easy 
for the reader to locate his 
subject matter. In the past sev- 
eral years, the use of land trusts 
as a means of holding private or 
syndicate ownership of real 
estate has made rapid progress 
in the State of Florida. It is 
now in use in Illinois, Ohio, 
Massachusetts, California, Mich- 
igan, Minnesota and other juris- 
dictions. The author is a recog- 
nized authority on probate and 
trust practice and procedure and 
has written many books and 
articles on the subject. 


E. ALBERT PALLOT 


of the firm Pallot, Cassel & 
Marks, Miami, Florida Bar 
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Federal Reserve Act—National Bank Aci—Other 
Federal Banking Laws—Completely Indexed 


The 1956 edition of FEDERAL 
RANKING LAWS and the 1958 
Supplement are now ready for 
delivery. Since our last edition 
Congress has enacted many im- 
portant statutes. 

FEDERAL BANKING LAWS 
contains in one compact volume 
all of the Federal laws affecting 
member banks, State and Na- 
tional, of the Federal Reserve 
S and non-member banks, 
insured under the Federal De- 
posit Insurance Law. 


FEDERAL BANKING LAWS 
contains the provisions of all of 
these statutes, that is to say, the 
Federal Reserve Act, the Na- 


tional Bank Act, subsequ 
banking acts and other law 
the United States regulati 
banking, as amended to di 
The Bank Holding on 
Act and all legislation thro 
the 1958 Session of Com 
are included. 


The provisions of these 

laws are co-ordinated and ¢ 
fied under one system fe lowit 
the plan used in the Code ¥ 
Laws of the United States, | 


There is one complete inds 
so that no matter what statuta 
reference you may be looks 
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without delay. _ 
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